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Washington,  December  4,  103S. 

Hon.  Robert  L.  Doughton, 

Chairman  Committee  on  Ways  and  Means ^ 

House  of  Representatives^  Washington^  D.C. 

My  Dear  Mr.  Chairman  ; Pursuant  to  House  Resolution  183, 
passed  June  9,  1933,  you  appointed  this  subcommittee  to  investigate 
methods  of  preventing  the  evasion  and  avoidance  of  the  internal 
revenue  laws,  to  consider  means  of  improving  and  simplifying  such 
laws,  and  to  study  possible  new  sources  of  revenue. 

In  view  of  the  "fact  that  a new  revenue  bill  is  contemplated  during 
the  coming  session  of  the  Congress,  it  is  thought  imperative  to  trans- 
mit to  the  Ways  and  Means  Committee  a preliminary  report  recom- 
mending methods  of  preventing  tax  evasion  and  avoidance,  together 
with  certain  suggestions  for  improving  and  simplifying  the  revenue 
law's.  Such  a report  is  transmitted  herewith. 

A report  on  new  sources  of  revenue  and  a complete  report  on  sim- 
plification are  contemplated  by  the  subcommittee,  but  cannot  be 
transmitted  at  this  time  as  the  investigation  of  these  matters  is  not 
concluded. 

The  preliminary  report  submitted  herewith  is  divided  into  two 
parts:  Part  I,  containing  what  may  be  considered  as  covering  the 
major  problems;  and  Part  II,  containing  what  may  be  considered  as 
covering  the  minor  problems.  These  problems  in  both  parts  are 
taken  up  in  the  general  order  in  which  they  will  occur  in  the  revenue 
bill. 

The  subcommittee  have  given  attention  to  these  matters  nearly 
continuously  except  for  the  months  of  August  and  September.  In 
connection  with  their  investigations  they  have  had  full  cooperation 
from  representatives  of  the  Treasury  Department,  of  the  legislative 
counsel’s  office  of  the  House,  and  of  the  staff  of  the  Joint  Committee 
on  Internal  Revenue  Taxation.  It  is  hoped  that  the  preliminary 
report  will  be  useful  to  the  Committee  on  Ways  and  Means  in  con- 
sidering pending  revenue  legislation. 

Respectfully  submitted. 

Samuel  B.  Hill, 

Chairman. 


(Ill) 
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PRELIMINARY  REPORT  ON  PREVENTION  OF  TAX  AVOIDANCE 

FOREWORD 

This  preliminary  report  has  been  prepared  by  the  subcommittee  of 
the  Committee  on  Ways  and  Means,  appointed,  as  a result  of  House 
Resolution  183,  to  investigate  (1)  tax  avoidance,  (2)  simplification 
I of  the  revenue  laws,  and  (3)  possible  new  sources  of  revenue.  The 

report  now  submitted  is  confined  to  the  first  two  named  subjects, 
namely,  tax  avoidance  and  simplification,  and  has  for  its  immediate 
purpose  the  presentation  of  recommendations  or  suggestions  for 
legislation  which  will  prevent  such  tax  avoidance  or  which  will  sim- 
plify the  existing  revenue  laws. 

It  has  been  considered  desirable  to  divide  the  report  into  two  parts 
so  that  the  major  problems  may  be  discussed  first.  This  arrangement 
prevents  duplication  in  the  discussion,  as  some  of  the  minor  problems 
must  be  answered  consistently  in  view  of  the  recommendations  in  the 
case  of  the  major  problems. 

A tentative  committee  print  of  the  Revenue  Act  of  1932  is  sub- 
mitted with  this  report  showing  all  the  changes  recommended  in  that 
act  by  your  subcommittee,  which  it  has  been  possible  to  draft  in  the 
time  available.  The  few  changes  not  drafted  will  be  submitted  in 
such  form  at  an  early  date. 

PART  I.  MAJOR  PROBLEMS 


(1)  Tax-Rate  Structure 

{a)  Normal  tax. — Section  11  of  the  Revenue  Act  of  1932  provides 
for  a normal  tax  equal  to  4 percent  of  the  first  $4,000  of  the  net 
income  in  excess  of  the  credits  provided  in  section  25,  plus  8 percent 
of  the  balance  over  $4,000. 

Your  subcommittee  recommends  the  use  of  one  normal  rate  of  4 
percent  and  the  adjustment  of  the  surtax  rates  so  that  the  tax  burden 
on  incomes  other  than  dividends  and  partially  tax-exempt  interest 
will  remain  practically  unchanged.  The  principal  advantages  of 
this  change  are  (1)  simplification;  (2)  increased  tax  on  dividends; 
and  (3)  increased  tax  on  partially  tax-exempt  interest. 

Our  first  revenue  acts  provided  for  one  normal  rate  and  graduated 
surtax  rates.  There  appears  to  be  no  good  reason  for  having  both  a 
graduated  normal  tax  and  a graduated  surtax,  since  the  principle  of 
ability  to  pay  can  be  adequately  taken  care  of  by  the  graduated  sur- 
tax alone.  Certainly,  it  is  much  simpler  to  have  one  normal  rate  of 
tax.  How  the  change  can  be  made  without  appreciably  decreasing 
the  revenue  through  adjustment  of  surtax  rates  will  be  explained 
later. 
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It  ii.  believed  that  dividends  may  be  properly  subjected  to  a some- 
what greater  income  tax.  Under  the  Revenue  Act  of  1932  a single 
man  ^vdth  a net  income  from  dividends  of  $50,000  pays  a tax  of 
$4,960 , while  a single  man  with  a net  income  from  salary  of  $50,000 
pays  { tax  of  $8,720.  In  such  a case  the  man  with  dividend  income, 
under  the  recommendation  of  your  subcommittee,  will  pay  a tax  of 
$6,900.  In  other  words,  instead  of  paying  $3,760  less  tax  than  the 
salarii'd  man  he  will  pay  only  $1,820  less  tax.  This  is  due  to  the  fact 
that  (-  ividends  are  now  subject  to  an  8-percent  exemption  from  in- 
come tax,  while  under  the  proposal  they  will  only  be  subject  to  a 
4-per(ent  exemption.  It  is  the  opinion  of  your  subcommittee  that 
this  increased  tax  on  dividends  can  well  be  borne. 

In  1 he  case  of  partially  tax-exempt  income  a similar  result  is  ob- 
tainec  from  the  single  4-percent  normal  rate,  since  this  income  is  also 
exempt  from  normal  tax.  Your  subcommittee  deliberated  at  length 
in  reg  ard  to  the  question  of  making  all  tax-exempt  income  taxable  but 
came  .o  the  conclusion  that  the  only  proper  way  to  handl»  the  subject 
in  its  broad  aspect  was  through  an  amendment  to  the  Constitution. 
Howe  rer,  it  believes  that  the  higher  tax  resulting  from  the  use  of  one 
4-per(ent  rate  is  justifiable.  This  higher  tax  will  apply  only  to  obli- 
gations of  the  United  States  issued  after  September  i,  1917,  which 
are  not  wholly  tax  exempt.  In  exhibit  A of  the  appendix  to  this 
repor  a memorandum  from  the  staff  of  the  Joint  Committee  on 
Internal  Revenue  Taxation  will  be  found  which  treats  at  length  of 
the  SI  bject  of  wholly  and  partially  tax-exempt  interest. 

(h)  Surtax. — Section  12  of  the  Revenue  Act  of  1932  provides  for 
surta::  rates  starting  at  1 percent  on  net  incomes  of  more  than  $6,000 
and  leaching  55  percent  on  net  incomes  of  more  than  $1,000,000. 
Fifty  three  clifferent  rate  brackets  are  provided  for  in  this  act. 

In  view  of  the  change  recommended  in  tlie  normal  rates,  your 
subco  nmittee  recommends  changes  in  these  surtax  rates  to  maintain 
the  Si  me  tax  on  ordinary  income  as  at  present,  and  your  subcom- 
mittei'  deems  it  wise  to  recommend  further  the  reduction  in  the  num- 
ber ol  surtax  brackets  from  53  to  27  for  the  purpose  of  simplification. 

A ( omparison  of  the  present  and  proposed  surtax  rates  follows, 
the  in  Lich  simpler  form  of  the  latter  being  obvious  without  argument : 


Present  surtax  rates 


Percent 


$6,000  $10,000 1 

$10,00  )-$12,000 2 

$12,001-$  14,000 3 

$14,00  )-$  16,000 4 

$16,00  )-$  18,000 5 

$18,00  )-$20,000 6 

$20,00  )-$22,000 8 

$22,00  V-$24,000 9 

$24,00  )-$26,000 10 

$26,00  )-$28,000 11 

$28,00  )-$30,000 12 

$.30,00  )-$32,000 13 

$32,00  )-$36,000 15 

$36,00  )-$38,000 16 

$38,00  )-$40,000 17 

$40,00  )-$42,000 18 

$42,00  )-$44, 000 19 

$44,00  )-$46,000 20 


Percent 


$46,000-$48,000 21 

$48,000-$50,000 22 

$50,000-$52,000 23 

$52,000-$54,000 24 

$54,000-$56,000 25 

$56,000-$58,000 26 

$58,000-$60,000 27 

$60,000-$62,000 28 

$62,000-$64,000 29 

$64,000-$66,000 30 

$66,000-$68,000 31 

$68,000-$70,000 32 

$70,000-$72,000 33 

$72,000-$74,000... 34 

$74,000-$76,000 35 

$76,000-$78,000 36 

$78,000-$80,000 37 

$80,000-$82,000 38 
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Present  surtax  rates — Continued 


$82,000-$84,000_ 
$84,000-$86,000_ 
$86,000-$88,000  _ 
$88,000-$90,000. 
$90,000-$92,000- 
$92,000-$94,000. 
$94,000-$96,000. 
$96,000-$98,000_ 
$98,000-$100,000 


$4,000-$6,000_- 

$6,000-$8,000-_ 

$8,000-$10,000_ 

$10,000-$14,000 
$14,000-$18,000 
$18,000-$22,000 
$22,000-$26,000 
$26,000-$30,000 
$30,000-$34,000 
$34,000-$38,000 
$38,000-$44,000 
$44,000-$50,000 
$50,000-$56,000 
$56,000-$62,000 

(c)  Credits  against  net  income. — ^Under  section  25  of  the  Revenue 
Act  of  1932,  there  are  allowed  as  credits  against  net  income  for  nor- 
mal tax  (but  not  for  surtax)  purposes,  dividends,  interest  on  obli- 
gations of  the  United  States,  personal  exemptions,  and  credits  for 

dependents. 

To  carry  out  the  policy  of  retaining  practically  the  same  tax  bur- 
den on  ordinary  income,  it  is  necessary  in  connection  with  the  pro- 
posed plan  to  allow  the  personal  exemptions  and  credits  for  de- 
pendents as  an  offset  against  surtax  as  well  as  normal  tax.  More- 
over, in  accordance  with  the  principle  of  ability  to  pay,  there  seems 
to  be  no  good  reason  why  these  credits  should  not  be  allowed  for  the 
computation  of  both  taxes.  Under  present  law,  for  instance,  a single 
man  with  an  income  of  $7,000  from  dividends  pays  exactly  the  same 
tax  as  a married  man  with  10  children  having  the  same  income  from 
dividends.  The  personal  exemptions  and  credits  for  dependents 
would  appear  to  be  in  lieu  of  deductions  for  necessary  living  ex- 
penses. They  should  obviously  apply  to  both  taxes  as  do  all  other 
ordinary  deductions. 

{d)  Effect  of  rate  structure  changes. — The  changes  recommended 
in  paragraphs  (®),  (&))  above,  are  interrelated,  and  it  is 

now  necessary  to  point  out  the  combined  result  of  these  changes.  The 
exact  results  are  shown  in  four  tables,  which  will  be  found  in  exhibit 
B of  the  appendix,  showing  the  present  and  proposed  taxes  on 
various  amounts  and  kinds  of  net  income  in  the  case  of  both  single 
and  married  persons. 


Percent 

. 39 

. 40 
_ 41 

. 42 

. 43 

. 44 

. 45 

. 46 
_ 47 


Percent 

$100,000-$150,000 48 

$150,000-$200,000 49 

$200,000-$300,000 50 

$300,000-$400,000 51 

$400,000-$500,000 52 

$500,000-$750,000 53 

$750,000-$!, 000,000 54 

Over  $1,000, 000 55 


Proposed  surtax  rates 


Percent 
. 4 

. 5 

. 6 
. 8 
. 10 
- 12 
_ 14 

_ 16 
. 18 
_ 20 
. 23 

. 26 
..  29 

32 


Percent 

$62,000-$68,000 35 

$68,000-$74,000 38 

$74,000-$80,000 41 

$80,000-$90,000 45 

$90,000-$100,000 50 

$100,000-$150,000 52 

$160,000-$200,000- 53 

$200,000-$300,000 54 

$300,000-$400,000 55 

$400,000-$500,000 56 

$500,000-$750,000 57 

$750,000-$  1,000,000 58 

Over  $1,000,000 59 
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A:i  examination  of  these  four  tables  is  sufficient  to  determine  the- 
folic  wing  facts  in  relation  to  the  effect  of  the  changes  proposed  in 
the  1 ate  structure  of  existing  law : 

First.  The  tax  on  income  from  salaries,  business,  wholly  taxable  in- 
teres  t,  rents,  royalties,  etc.,  is  not  changed  to  a consequential  amount 
in  ai  ly  case.  There  is  absolutely  no  change  on  net  incomes  of  $6,000' 
or  le  5S.  Above  $6,000  there  is  a slight  increase  on  the  single  man  and 
a slight  decrease  on  the  married  man.  These  slight  changes  seem 
prof  er.  Under  esxisting  law  a married  man  in  this  class  pays  a tax 
of  $;  10,100  on  an  income  of  $100,000  while  a single  man  on  the  same 
incoine  pays  $30,220.  This  slight  difference  in  tax  of  $120  is  obvi- 
oush  insufficient  in  view  of  the  difference  in  ability  to  pay  of  the  two 
persons.  Under  the  proposed  rates  these  two  individuals  will  pay 
taxes  of  $29,810  and  $30,620,  respectively. 

Second.  The  tax  on  income  derived  from  dividends  and  partially 
tax-(xempt  Government  obligations  will  be  substantially  increased 
as  a result  of  the  proposed  changes,  although  such  tax  will  still  be 
subsi  antially  lower  than  the  tax  on  earned  income.  For  instance,  at 
pres(!iit  the  married  man’s  tax  on  an  earned  income  of  $100,000  is 
$30,1 00 ; and  on  income  from  dividends  of  like  amount  $22,460.  Un- 
der t lie  proposed  rates  the  tax  in  the  latter  case  will  be  $25,910  instead 
of  '2,460.  ^ It  is  believed  this  increase  can  well  be  borne  both  in  the 
case  of  dividend  income  and  in  the  case  of  income  from  partially 
tax-exempt  interest. 

T1  e subcommittee  is  of  the  opinion  that  these  changes  in  the  rate 
structure  will  increase  the  revenues  of  the  Government  by  approxi- 
mately $36,000,000  annually. 

(2)  Depreciation  and  Depletion 

Ycur  subcommittee  has  been  impressed  by  the  extent  to  which  tax- 
able net  income  is  reduced  by  the  deductions  for  depreciation  and 
depletion,  allowed  under  sections  23  (k)  and  (1)  of  the  Kevenue  Act 
of  19  32. 

Wj  lile  rec()gnizing  the  soundness  from  an  accounting  standpoint  of 
these  deductions,  your  subcommittee  recommends  that,  for  the  years 
1934,  1935,  and  1936  these  allowances  be  reduced  by  25  percent. 

In  the  first  placje,  it  must  be  remembered  that  these  amounts  de- 
ducted from  income  do  not  represent  cash  outgo  like  wages,  repairs, 
and  £ imilar  expenses,  but  are  annual  reserves  generally  theoretically 
set  aside  to  replace  plant  and  property  investments.  In  the  second 
place,  the  magnitude  of  such  allowances  depends  on  the  life  of  the 
property-— a very  uncertain  factor.  The  following  figures  show  the 
depr(  ciation  and  depletion  deductions  shown  on  corporation  returns 
for  1930  and  the  net  income  and  deficits  thereon  both  before  and 
• after  these  allowances : 
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Corporations  reporting  deficit 

Deficit  before  depreciation  and  depletion $3,  295,  250,  728 

Depreciation $1,363,363,  159 

Depletion 219,  074, 967 

1,582,338,126 

Deficit  after  depreciation  and  depletion 4,  877,  594,  854 

Thus,  in  the  case  of  profitable  companies,  net  income  is  reduced 
31  percent  by  these  allowances,  while  in  the  case  of  unprofitable  com- 
panies the  deficits  are  increased  by  48  percent.  These  percentages 
will  be  much  greater  in  the  depression  years  1931  and  1932.  It 
should  also  be  mentioned  that  the  depreciation  allowance  is  more 
important  from  a revenue  standpoint,  as  it  is  nearly  10  times  greater 
than  the  depletion  allowance.  Moreover,  depreciation  has  been  in- 
creasing for  years,  while  recently  depletion  has  been  decreasing. 

Your  subcommittee  first  investigated  means  of  limiting  the  amount 
allowed  to  a certain  percentage  of  net  income,  but  this  was  found 
almost  impossible  to  draft  into  law  and  was  coupled  with  certain 
inequities.  In  the  face  of  the  present  emergency,  and  because  tax- 
able net  income  is  being  completely  wiped  out  by  these  allowances 
in  many  cases,  your  subcommittee  has  come  to  the  conclusion  that 
it  will  be  wise  to  reduce  the  allowances  made  under  existing  la-w  by 
25  percent  for  the  three  years  1934,  1935,  and  1936.  This  will  fur- 
nish a fair  trial  of  the  limitation  and  will  furnish  temporary  sta- 
bility of  revenue  at  least.  On  the  other  hand,  no  permanent  in- 
justice will  be  done  individuals  or  corporations,  as  the  basis  of  the 
depreciable  or  depletable  property  will  only  be  reduced  by  the 
amount  of  these  items  allowable  after  the  25  percent  reduction. 

It  is  estimated  that  the  adoption  of  this  plan  will  result  in  an  in- 
crease in  revenue  of  about  $85,000,000  for  each  of  the  three  years 
mentioned. 

(3)  Capital  Gains  and  Losses 


Existing  law  provides  in  section  101  for  a special  treatment  of  the 
gains  and  losses  resulting  from  the  sale  of  capital  assets  held  over  2 
years.  The  tax  on  gains  on  such  sales  is  limited  to  12%  percent,  with 
a corresponding  limitation  in  case  of  losses.  In  the  case  of  assets  held 
less  than  2 years,  the  gains  are  taxed  in  full  and  the  losses  allowed 
in  full  except  in  the  case  of  stocks  and  bonds,  losses  from  which  are 
limited  under  section  23  (r). 

Our  present  system  has  the  following  defects : 

First.  It  produces  an  unstable  revenue — large  receipts  in  pros- 
perous years,  low  receipts  in  depression  years. 

Second.  In  many  instances,  the  capital-gains  tax  is  imposed  on 
the  mere  increase  in  monetary  value  resulting  from  the  deprecia- 
tion of  the  dollar  instead  of  on  a real  increase  in  value. 

Third.  Taxpayers  take  their  losses  within  the  2-year  period  and 
get  full  benefit  therefrom,  and  delay  taking  gains  until  the  2-year 
period  has  expired,  thereby  reducing  their  taxes. 

Fourth.  The  relief  afforded  in  the  case  of  transactions  of  more 
than  2 years  is  inequitable.  It  gives  relief  only  to  the  larger  tax- 
payers with  net  incomes  of  over  $16,000. 

Fifth.  In  some  instances,  normal  business  transactions  are  still 
prevented  on  account  of  the  tax. 
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Y<»ur  subcommittee  has  examined  the  British  system,  which  dis- 
rega ‘ds  these  gains  and  losses  for  income-tax  purposes.  The  sta- 
bility of  the  British  revenue  over  the  last  11  years  is  in  marked  con- 
trast to  the  instability  of  our  own.  In  that  period  the  maximum 
Brit  sli  revenue  was  only  35  percent  above  the  minimum,  while  in 
our  ( 'wn  case  the  percentage  of  variation  was  280  percent. 

Your  subcommittee,  however,  has  been  unable  to  reach  the  con- 
clusi  m that  we  should  adopt  the  British  system.  It  is  deemed  wiser 
to  a1  tempt  a step  in  this  direction  without  letting  capital  gains  go 
entirely  untaxed.  Your  subcommittee  recommends  the  following 
plan  submitted  by  the  staff  of  the  Joint  Committee  on  Internal  Reve- 
nue Taxation : 

First.  To  measure  the  gain  or  loss  from  the  sale  of  property  by 
an  ii  dividual  according  to  the  length  of  time  he  has  held  the  prop- 
erty, the  following  percentages  of  gain  or  loss  are  recognized  for 
tax  ] (urposes : 

100  percent  if  the  capital  asset  has  been  held  for  not  more 

than  1 year ; 

80  percent  if  the  capital  asset  has  been  held  for  more  than 

1 year  but  not  more  than  2 years ; 

60  percent  if  the  capital  asset  has  been  held  for  more  than 

2 years  but  not  more  than  3 years ; 

40  percent  if  the  capital  asset  has  been  held  for  more  than 

3 years  but  not  more  than  5 years. 

20  percent  if  the  capital  asset  has  been  held  more  than  5 years. 

Se  3ond.  In  the  cases  where  the  losses  as  computed  above  exceed  the 
gains  so  computed,  the  excess  losses  are  entirely  disallowed. 

T1  ird.  In  the  case  of  corporations  the  graduated  percentage  reduc- 
tion )f  gains  and  losses  does  not  apply.  However,  capital  losses  sus- 
taine  d by  corporations  are  allow'ed  only  to  the  extent  of  capital  gains. 
Undi  !i*  the  present  law  corporations  are  allowed  to  offset  capital  losses 
agahist  ordinary  income. 

Fourth.  The  plan  outlined  above  is  not  made  applicable,  for  ob- 
vious reasons,  to  stock  in  trade  or  property  which  is  included  in  the 
taxp  lyer’s  inventory. 

It  is  believed  that  the  adoption  of  this  plan  wdll  result  in  much 
greai  er  stability  in  revenue,  will  give  all  taxpayers  equal  treatment, 
will  mcourage  normal  business  transactions,  and  will  give  a revenue 
of  perhaps  $30,000,000  additional  under  present  conditions  without 
any  f ubstantial  loss  over  a long  period  of  years. 

The  whole  subject  is  described  in  greater  detail  in  exhibit  C of  the 
appeidix.  In  any  event,  the  method  proposed  is  absolutely  safe 
from  a revenue  standpoint,  inasmuch  as  capital  losses  cannot  be  used 
to  re  luce  ordinary  income,  while  gains  are  taxed  in  full  or  in  part  in 
prop  Drtion  to  the  time  for  which  the  property  has  been  held. 

(4)  Personal  Holding  Companies 

Perhaps  the  most  prevalent  form  of  tax  avoidance  practiced  by 
indi^  iduals  with  large  incomes  is  the  scheme  of  the  “ incorporated 
pockotbook.”  That  is,  an  individual  forms  a corporation  and  ex- 
chan’es  for  its  stock  his  personal  holdings  in  stock,  bonds,  or  other 
incor  le-producing  property.  By  this  means  the  income  from  the 
propjrty  pays  corporation  tax,  but  no  surtax  is  paid  by  the  indi- 
vidus  1 if  the  income  is  not  distributed. 
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For  instance,  suppose  a man  has  $1,000,000  annual  income  from 
taxable  bonds.  His  tax  under  existing  law  will  be  $571,100.  Hoav- 
ever,  if  he  forms  a holding  company  to  take  title  to  the  bonds  and 
to  receive  the  income  therefrom,  the  only  tax  paid  will  be  a corpo- 
rate tax  of  $137,500  as  long  as  there  is  no  distribution  of  dividends. 
Thus,  a tax  saving  of  $433,600  has  been  effected. 

It  is  true  that  section  104  of  our  income  tax  law  puts  a 50-perceiit 
penalty  on  this  accumulation  of  profits  to  avoid  surtaxes,  but,  never- 
theless, there  seems  no  doubt  that  this  form  of  avoidance  is  still 
practiced  to  a large  extent.  By  making  partial  distribution  of 
profits  and  by  showing  some  need  for  the  accumulation  of  the  re- 
maining profits,  the  taxpayer  is  able  to  defeat  the  Government  in 
proving  a purpose  to  avoid  surtaxes. 

Your  subcommittee,  therefore,  recommends  that  the  present  sec- 
tion 104  be  divided  into  t\Am  parts,  one  dealing  with  the  personal 
holding  company  and  the  other  with  all  other  corporations  which 
accuniulate  unreasonable  surpluses.  The  part  dealing  with  personal 
holding  companies  has  been  entirely  rewritten,  while  the  present  law^ 
has  been  retained  with  a few  modifications  to  provide  for  the  other 
companies. 

In  regard  to  the  personal  holding  companies,  your  subcommittee 
recommends  that  they  be  defined  as  any  corporation  80  percent  of 
w’hose  gross  income  for  the  taxable  year  is  derived  from  rents,  roy- 
alties, dividends,  interest,  annuities,  and  gains  from  the  sale  of  secu- 
rities, and  whose  voting  stock  to  the  extent  of  more  than  50  percent 
is  owmed  by  not  more  than  fiA^e  indiAuduals  at  the  close  of  the  taxable 
year.  In  computing  tlie  number  of  indiA’iduals  avIio  OAvn  the  majority 
of  the  Amting  stock  of  a corporation  it  is  proposed  to  count  as  one 
all  members  of  a family  in  the  direct  line  as  Avell  as  the  spouse  and 
brothers  and  sisters. 

It  is  recommended  that  a tax  of  35  percent  be  leA'ied  on  the  un- 
distributed adjusted  net  income  ” of  such  corporations.  This  undis- 
tributed adjusted  net  income  is  determined  by  adding  to  the  net 
income  of  a corporation  the  amount  of  diAudends  receiA^ed  from  other 
corporations  and  the  amount  of  partially  tax-exempt  interest  and 
by  subtracting  therefrom  Federal  income  taxes  paid,  contributions 
or  gifts  not  othei’Avise  allowed  for  income-tax  purposes,  and  actual 
losses  from  the  sales  or  exchanges  of  capital  assets  to  the  extent  to 
which  they  are  not  otherwise  allowed.  From  the  result  of  this  com- 
putation, Avhich  giA^es  what  is  called  the  “ adjusted  net  income  ”, 
there  is  to  be  subtracted  an  arbitrary  allowance  of  10  percent  of  the 
adjusted  net  income  and  the  diAudends  paid  to  stockholders  during 
the  taxable  year.  The  purposes  of  the  tAvo  last-named  deductions 
are  (1)  to  allow  such  corporations  a reasonable  reserve  for  contin- 
gencies and  (2)  to  prevent  the  additional  tax  from  appljdng  to  sums 
actually  distributed. 

The  effect  of  this  svstem  recommended  bv  your  subcommittee  is  to 
provide  for  a tax  Avhich  Avill  be  automatically  leAued  upon  the  holding 
company  wdthout  any  necessity  for  proving  a purpose  to  avoid  sur- 
taxes. It  is  believed  that  the  majority  of  these  corporations  are 
formed  for  the  sole  purpose  of  avoiding  the  imposition  of  the  surtax 
upon  the  stockholders. 

In  regard  to  the  tax  on  other  corporations  wdiich  improperly  ac- 
cumulate surpluses  for  the  avoidance  of  surtaxes,  only  two  major 
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I changes  need  be  made.  First,  it  is  recommended  that  the  rate  of 

tax  on  these  other  corporations  be  reduced  to  25  percent.  The  50 
percei  t rate  now  imposed  is  entirely  too  high  to  be  readily  enforce- 
able. It  represents  a tax  of  much  more  than  would  have  been  im- 
posed if  the  surplus  had  been  distributed.  Moreover,  such  surplus, 
even  j fter  the  payment  of  tax,  is  still  subject  to  the  surtax  in  the 
hands  of  the  individual  when  ultimately  distributed.  Second,  the 
preser  t law  imposes  the  tax  upon  the  entire  n(‘t  income ; that  is,  the 
tax  is  the  same  whether  50  percent  of  the  net  income  was  distributed 
or  whether  none  of  it  was  distributed.  It  is,  therefore,  recommended 
that  t le  tax  be  applied  to  the  net  income  after  the  amount  of  such 
net  income  has  been  diminished  by  the  amount  of  dividends  paid 
during  the  taxable  year. 

Much  more  might  be  said  in  regard  to  corporations  which  are 
forme  1 or  availed  of  for  the  purpose  of  preventing  the  imposition 
of  suriaxes  upon  the  stockholders.  Several  instances  have  recently 
been  ( eveloped  in  connection  with  the  investigations  of  the  Senate 
Committee  on  Banking  and  Currency,  and,  therefore,  it  is  believed 
unnec(  ssary  to  go  into  this  matter  further. 

\ on  r subcommittee  believes  that  its  recommendation  now  made  in 
respec  to  these  companies  is  of  the  utmost  iin])ortance  and,  further- 
more, that  it  will  result,  directly  or  indirectly,  in  increasing  the 
annua  revenue  of  the  Government  by  not  less  than  $25,000,000. 

(5)  Exchanges  and  Reorganizations 

1 on  • subcommittee  makes  the  following  recommendations  with 
res})eci  to  exchanges  and  reorganizations : 

(a)  That  the  exchange  and  reorganization  provisions  contained 
in  sect  on  112  of  existing  law  be  abolished; 

(d)  That  in  cases  where  the  immediate  payment  of  the  tax  on  a 
gain  resulting  from  an  exchange  or  reorganization  results  in  undue 
hardship  to  the  taxpayer,  the  Treasury  be  granted  authority  to  ex- 
tend tl  e time  for  the  payment  of  that  portion  of  the  tax  attributable 
to  Slid  gain  for  a period  not  in  excess  of  2 years. 

The  elimination  of  the  exchange  and  reorganization  provisions  will 
serve  a twofold  purpose.  First,  it  will  close  the  door  to  one  of  the 
most  j:  rev'alent  methods  of  tax  avoidance.  Second,  it  will  greatly 
simpli:  y the  income  tax  law  by  eliminating  some  of  its  most  com- 
plicate! provisions.  The  undWlying  principle  behind  all  of  the 
exchange  and  reorganization  provisions  of  the  present  law  is  that 
they  do  not  result  in  tax  exemption,  but  that  the  tax  is  postponed. 
It  is  c aimed  that  many  of  the  so-called  exchanges  or  reorganiza- 
tions result  in  mere  paper  profit,  and  that  to  tax  them  at  the  time 
of  the  exchange  will  seriously  interfere  with  business.  However, 
under  i he  existing  system  the  taxpayer  is  able  to  escape  tax  on  these 
gains  e ntirely  by  being  permitted  to  elect  the  year  in  which  he  shall 
report  such  gain. 

Man  ,'  of  the  exchanges  and  reorganizations  which  the  Supreme 
Court  dolds  result  in  taxable  income  under  the  Revenue  Act  of  1917 
and  pr  or  acts,  are  now  made  tax-free  under  the  present  law.  Your 
subcon  inittee  is  of  the  opinion  that  any  system  is  unsound  which 
does  net  tax  gains  in  the  year  in  which  realized.  The  year  of  realiza- 
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tion  is  the  year  in  which  such  gains  become  income  under  the  Con- 
stitution, and  to  defer  the  taxing  of  gains  until  later  3^ears  opens  a 
wide  field  of  tax  avoidance. 

For  these  and  other  reasons  stated  in  the  report  of  tlie  staft‘  of  the 
joint  committee  contained  in  exhibit  D of  the  appendix,  your  sub- 
committee is  of  the  opinion  that  the  exchange  and  reorganization 
provisions  of  the  present  law  should  not  be  retained.  It  is  estimated 
that  this  change  will  result  in  a saving  to  tlie  Government  of  at  least 
$18,000,000  annually. 

(6)  Dividends  out  of  Pre-March  1,  1913,  Earnings 

The  present  law,  in  section  115,  provides  that  if  a corporation  pays 
a dividend  out  of  earnings  or  profits  accimn dated  before  March  1, 
1913,  or  out  of  increase  in  value  of  property  accrued  before  March  1, 
1913,  the  dividend  in  either  case  is  not  taxable  to  the  stockholder. 

Your  subcommittee  recommends  that  these  dividends  be  subjected 
to  the  surtax  in  the  hands  of  the  stockholder  as  in  the  case  of  any 
other  dividend  received.  Such  action  was  recommended  b.y  the  Com- 
mittee on  Ways  and  Means  and  a]iproved  b.y  the  House  in  connec- 
tion with  the  Revenue  Acts  of  1928  and  1932,'but  the  Senate  rejected 
the  proposed  change.  The  subject,  therefore,  has  been  fully  discussed 
in  the  past. 

The  present  system  is  equivalent  to  allowing  a large  volume  of 
dividends  from  the  stock  of  domestic  corporations  to  go  entirely 
tax-free  and  to  swell  the  alread^'^  large  total  of  tax-exempt  income 
from  Federal,  State,  and  local  obligations.  It  is  believed  that  the 
recommendation  of  your  subcommittee,  if  followed,  will  result  in 
an  increased  annual  revenue  of  approximately  $6,000,000. 

(7)  Foreign  Tax  Credit 

Your  subcommittee  recommends  complete  elimination  of  the  pro- 
vision of  the  present  law  (sec.  131,  Revenue  Act  of  1932)  allowing 
foreign  income  taxes  to  be  credited  against  Federal  income  tax. 
The  present  provision  discriminates  in  favor  of  American  citizens 
and  domestic  corporations  doing  business  abroad  as  compared  with 
those  doing  business  in  this  country.  For  instance,  an  American 
citizen  who  pays  a State  income  tax  is  only  entitled  under  the  iiresent 
law  to  deduct  such  tax  from  his  gross  income  in  arriving  at  his  net 
income  subject  to  the  Federal  tax.  He  is  not  permitted  to  offset  his 
State  income  tax  against  his  Federal  income  tax.  However,  if  an 
American  citizen  pays  an  income  tax  to  a foreign  country,  the  present 
law  allows  him,  under  certain  limitations,  to  reduce  hi's  Federal  in- 
come tax  by  the  amount  of  such  foreign  tax.  Furthermore,  a domes- 
tic corporation  doing  business  in  this  country  is  also  only  allowed  a 
deduction  from  gross  income  for  the  income  taxes  paid  to  the  States. 
However,  an  American  corporation  doing  business  abroad,  either 
directly  or  through  a subsidiary  company,  is  entitled,  subject  to  cer- 
tain limitations,  to  offset  its  Federal  tax  by  the  amount  of  income 
taxes  paid  to  a foreign  country.  This  discrimination  is  particularly 
noticeable  in  view  of  the  recent  decision  of  the  Supreme  Court  hold- 
ing that  the  term  “ foreign  country  ” as  used  in  the  credit  sections 
means  not  only  a foreign  state  recognized  in  international  law  but 
any  political  subdivision  thereof,  no  matter  how  small. 
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Under  the  Revenue  Acts  of  1913,  1910,  and  1917,  a taxpayer  was 
not  e ititled  to  any  credit  for  taxes  paid  to  a foreign  country.  These 
early  acts  permitted  taxes  paid  to  a foreign  country  to  be  deducted 
only  from  gross  income,  which  was  also  the  rule  applied  in  the  case 
of  State,  county,  and  municipal  taxes. 

^ciir  subcommittee  is  of  the  opinion  that  taxes  paid  to  foreign 
couni  ries  should  be  treated  in  the  same  manner  as  taxes  paid  to  the 
States  and  should  only  be  allowed  as  a deduction  from  gross  income. 
It  is  estimated  that  the  elimination  of  the  foreign-tax  credit  will 
incre  ise  the  Government  revenues  by  about  $10,000,000  annually. 

(8)  Consolidated  Returns 

Se(  tion  141  of  existing  law  permits  corporations,  which  are  affili- 
ated hrough  95  percent  stock  ownership,  to  file  consolidated  returns. 

Your  subcommittee  recommends  that  this  permission  be  with- 
draw 1. 

Thi  subject  of  consolidated  returns  has  long  been  in  controversy. 
The  ] evenue  bill  of  1918,  as  passed  by  the  House,  prohibited  the  coii- 
solidi.ted  return  which  had  been  previously  allowed  under  the  regu- 
latioi  s of  the  Treasury  Department.  The  bill  as  passed  by  the 
Senai  e and  finally  enacted  specifically  provided  for  the  consolidated 
retur  i.  The  revenue  bill  of  1928.  as  passed  by  the  House,  denied 
the  r gilt  to  file  consolidated  returns,  but  this  "^provision  was  elim- 
inated in  the  Senate.  During  the  consideration  of  the  revenue  bill 
of  1932  a compromise  was  effected  resulting  in  the  levying  of  an 
additional  tax  of  three  fourths  of  1 percent  on  the  consolidated  net 
income.  This  additional  tax  was  increased  to  1 percent  by  the 
Naticnal  Industrial  Recovery  Act. 

It  ( annot  be  denied  that  the  privilege  of  filing  consolidated  returns 
is  of  mbstantial  benefit  to  the  large  groups  of  corporations  in  exist- 
ence ; n this  country.  This  is  especially  true  in  depression  years,  for 
the  e fect  of  the  consolidated  return  is  to  allow  the  loss  of  one  cor- 
poral ion  to  reduce  the  net  income  and  tax  of  another,  and  during  a 
depression  more  losses  occur.  Another  effecit  of  the  consolidated 
return  is  to  postpone  tax.  This  is  because  there  is  no  profit  recog- 
nized for  tax  purposes  on  intercompany  transactions,  and  profits  on 
a product  of  the  consolidated  group,  passing  through  the  hands  of 
the  d;  fferent  members  of  the  group,  are  not  taxed  until  the  product  is 
dispo;ed  of  to  persons  outside  the  group. 

In  Dhe  past,  when  any  corporation  could  carry  forward  a net  loss 
from  one  year  to  another,  the  consolidated  group  did  not  have  such 
a great  advantage  over  the  separate  corporation.  Now  that  this  net- 
loss  carry-over  has  been  denied,  the  advantage  of  the  consolidated 
I'eturi  i is  much  greater  on  a comparative  basis. 

Yo  ir  subcommittee  is  of  the  opinion  that,  at  least  in  the  first  few 
years  an  annual  increase  in  revenue  of  $20,000,000  will  result  from 
the  p ‘oposed  elimination  of  the  consolidated  return. 

(9)  Partnership  Losses 

Un  ler  the  present  law  (sec.  182,  Revenue  Act  of  1932)  as  inter- 
preted by  the  Treasury,  a member  of  a partnership  is  entitled  to 
reduc  j his  ordinary  income  by  a net  loss  of  the  partnership  of  which 
he  is  a member,  according  to  his  distributive  share  in  the  partner- 
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ship.  For  instance,  an  individual  might  have  an  income  of  $100,000 
from  sources  outside  the  partnership.  If  he  has  a one-half  interest 
in  a partnership  which  has  a net  loss  of  $100,000,  he  is  able  to  reduce 
his  taxable  income  by  50  percent.  Your  subcommittee  is  of  the 
opinion  that  partners  should  not  be  permitted  to  offset  against  their 
ordinary  income,  losses  sustained  by  the  partnership.  It  is  estimated 
that  this  change  will  increase  the  revenue  by  at  least  $7,000,000 
annually. 

(10)  Problems  Passed  Over 

{a)  Earned  income. — The  Revenue  Acts  of  1924,  1926,  and  1928  all 
gave  a credit  for  earned  income.  This  relief  was  continued  in  the 
revenue  bill  of  1932  as  passed  by  the  House,  although  the  tax  credit 
was  changed  to  a deduction  in  the  interest  of  simplification.  The 
relief  was  finally  eliminated  in  the  Senate  solely  because  of  the 
necessity  for  more  revenue.  Your  subcommittee  has  examined  this 
question  and  believes  some  moderate  form  of  earned  income  relief 
justifiable.  The  principle  of  taxing  earned  income  at  somewhat 
lower  rates  than  investment  income  is  recognized  by  practically  all 
other  nations  having  an  income  tax.  However,  while  recognizing  the 
equity  of  this  principle,  your  subcommittee  has  refrained  from  mak- 
ing a recommendation  thereon  until  the  revenue  requirements  of  the 
Government  are  made  known. 

(&)  Officers’  salaries. — Your  subcommittee  debated  at  length  the 
advisability  of  limiting  the  amount  of  the  deduction  allowed  to  a 
corporation  on  account  of  salary  or  other  compensation  received  by 
any  officer  of  the  corporation.  The  numerous  examples  of  excessive 
officers’  salaries  brought  to  light  during  the  past  year  were  not 
overlooked. 

It  appears  that,  while  some  desirable  purpose  might  be  accom- 
plished from  the  limitation  mentioned,  no  gam  in  revenue  could  be 
expected.  On  the  contrary,  if  lower  officers’  salaries  were  actually 
paid,  a loss  in  revenue  would  result.  This  comes  about  because  high 
salaries  bear  not  only  the  normal  tax  but  heavy  surtaxes,  while  dis- 
tributions in  dividends  would  bear  no  normal  tax  and  on  account 
of  the  spread  of  the  amount  distributed  among  all  the  stockholders 
would  bear  less  surtax  in  the  aggregate. 

In  view  of  the  above,  your  subcommittee  refrains  from  making  a 
recommendation  on  this  subject. 

(c)  Community  property  income. — The  income-tax  situation  exist- 
ing in  eight  States  of  the  Union  having  community  property  laws 
has  been  carefully  considered.  No  recommendation  in  regard  thereto 
is  made  by  your  subcommittee  in  view  of  the  legal  difficulties 
involved. 

{d)  Intoxicating  liquors. — Considerable  attention  has  been  given 
to  the  question  of  liquor  taxes,  but  in  view  of  the  fact  that  the  Presi- 
dent has  created  an  interdepartmental  committee  to  study  the  ques- 
tions involved,  it  was  the  thought  of  the  subcommittee  that  further 
consideration  should  be  deferred  until  recommendations  were  re- 
ceived from  the  President.  It  is  the  thought  of  the  subcommittee, 
however,  that  in  the  event  additional  legislation  is  required,  the 
same  should  be  handled  by  separate  legislation  and  not  made  a part 
of  the  general  revenue  bill,  in  order  to  expedite  its  passage  so  as  to 
protect  the  Treasury  from  loss  of  revenue. 
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(e)  Future  issues  of  United  States  obligations. — Your  subcom- 
mittee is  generally  favorable  to  the  policy  of  making  all  future  issues 
of  Federal  Government  obligations  subject  to  surtax.  However,  no 
recom  nendation  is  made  thereon  in  the  absence  of  definite  recom- 
mends tions  from  the  Treasury"  Department  on  this  important  matter 
conne(  ted  with  the  fiscal  policy  of  the  Government. 

(/)  Equitahle  provision. — Due  to  the  effect  of  the  statute  of  limi- 
tation:;, it  quite  frequently  happens  that  the  same  item  of  income  is 
taxed  :wice  or  not  at  all.  This  comes  about  through  the  inclusion  of 
such  item  in  the  return  for  the  wrong  year.  In  the  same  way  it 
happe  IS  that  deductions  from  income  may  be  allowed  twice  or  not 
at  all. 

Your  subcommittee  is  of  the  opinion  that  these  inequities  should  be 
cured,  so  that  the  Government  might  at  least  get  the  tax  once  on  an 
item  0 f income  and  not  be  obliged  to  allow  a deduction  twice.  It  is 
also  cDeined  equally  desirable  that  a taxpayer  should  not  be  taxed 
twice  Dll  the  same  item  of  income  and  allowed  a proper  deduction 
from  net  income  once. 

The  subcommittee  will  endeavor  to  submit  a recommendation  on 
this  important  problem  at  a later  date  if  certain  practical  difficulties 
can  be  overcome. 


PART  II.  MINOR  PROBLEMS 

(1)  Annuities 


Section  22(b)  (2)  of  the  Kevenue  Act  of  1932  provides  for  taxing 
annuities,  but  not  until  the  total  amounts  received  exceed  the  total 

amount  paid  for  the  annuity.  ... 

Your  subcommittee  is  of  the  opinion  that  the  tax  on  annuity  receipts 
to  the  extent  that  they  represent  income  should  not  be  postponed  as 
permitted  by  present  law.  Such  receipts  are,  as  a matter  of  fact^ 
part  interest  and  part  return  of  capital.  Therefore,  it  is  recom- 
mended that  some  amount  representing  the  portion  of  the  annuity 
receipts  consisting  of  interest  be  made  subject  to  the  income  tax.  In 
order  to  facilitate  administration,  it  is  recommended  that  an  arbi- 
trary rule  be  adopted  that  3 percent  of  the  amount  paid  for  the 
annuity  shall  be  deemed  to  be  interest.  This  rule  is  applied  only  to* 
annuity  contracts. 

(2)  Interest  on  Money  Borrowed  to  Purchase  Tax-Exempt  Securities 

Section  23(b)  of  the  Kevenue  Act  of  1932  prohibits  the  deduction 
of  interest  on  indebtedness  incurred  or  continued  to  purchase  or 
carry  tax-exempt  securities. 

It  appears  that  under  the  present  wording  of  the  law  deposits  in 
banks  are  not  treated  as  indebtedness  incurred  to  purchase  such  secur- 
ities. Therefore,  a taxpayer  carrying  on  the  banking  business  may 
deduct  all  the  interest  paid  on  deposits  even  though  such  deposits 
are  invested  in  tax-exempt  securities.  Your  subcommittee  believes 
that  interest  paid  on  deposits  invested  in  tax-exempt  securities 
should  be  disallowed  as  a deduction  for  income-tax  purposes.  A 
change  in  the  wording  of  this  section  is,  therefore,  recommended  to 
accomplish  this  result. 

(3)  Deduction  of  Death  and  Gift  Taxes  from  Net  Income 

Section  23  (c)  of  existing  law  allows  a deduction  for  estate,  inherit- 
ance, legacy,  succession,  and  gift  taxes  in  computing  net  income  sub- 
ject to  income  tax. 

These  taxes  constitute  expenses  or  charges  which  are  not  incurred 
in  the  production  of  income,  and  liability  for  them  attaches  regard- 
less of  whether  there  is  any  income.  They  are,  in  fact,  mere  charges 
imposed  upon  the  transfer  of  capital.  Your  subcommittee,  therefore, 
recommends  that  such  deductions  be  disallowed  for  income-tax 
purposes. 

(4)  Gambling  Losses 
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the  interpretation  of  the  courts,  illegal  gambling  losses  can  only  be 
taken  1o  the  extent  of  the  gains  on  such  transactions.  Your  subcom- 
mittee recommends  a similar  limitation  on  losses  from  legalized  gam- 
bling. Under  the  present  practice,  many  taxpayers  take  deductions 
for  gambling  losses  but  fail  to  report  gambling  gains.  This  limita- 
tion Avill  force  taxpayers  to  report  their  gambling  gains  if  they 
desire  o deduct  their  gambling  losses. 

(ii)  Future  Expenses  in  Case  of  Casual  Sales  of  Real  Property 

Undjr  section  23  (o)  of  the  Revenue  Act  of  1932,  if  an  individual 
makes  a casual  sale  of  real  property,  he  is  permitted  to  reduce  the 
gain  f 'om  such  sale  by  expenditures  which  he  has  contracted  to 
make  Jut  which  cannot  be  determined  until  later  years.  Your 
subcon  mittee  recommends  that  this  provision  be  eliminated  as 
surplus  age.  ' 

(6)  Dividends  from  Foreign  Corporations 

Sect  on  23  (p)  (2)  and  section  25  (a)  (2)  treat  dividends  from 
a foreign  corporation  in  the  same  manner  as  dividends  from  a do- 
mestic corporation,  provided  such  foreign  corporation  receives  more 
than  5)  percent  of  its  gross  income  from  sources  within  the  United 
States.  Your  subcommittee  is  of  the  opinion  that  all  dividends  re- 
ceived from  foreign  corporations  should  be  treated  alike,  regardless 
of  whe  ther  such  foreign  corporation  has  income  from  sources  within 
the  Ur  ited  States.  Accordingly,  it  is  recommended  that  section  23 
(p)  (^ ) and  section  25  (a)  (2)  be  eliminated.  The  effect  of  this 
recomr  lendation  will  be  (a)  to  deny  a deduction  to  a domestic  cor- 
porati<ai  for  all  dividends  received  from  foreign  corporations,  and 
(6)  to  deny  to  any  individual  receiving  such  dividends  the  exemption 
from  I ormal  tax. 

(7)  Disallowance  of  Deductions  Attributable  to  Tax-Exempt  Income 

It  is  proposed  to  add  to  section  24(a)  of  existing  law  a paragraph 
which  will  prevent  the  deduction  of  an  item  which  is  allocable  to 
the  production  of  income  wholly  exempt  from  the  income  tax. 

For  instance,  interest  on  State  securities,  salaries  received  by 
State  employees,  and  income  from  leases  of  State  school  lands  are 
exemp  from  the  Federal  income  tax.  It  is  obviously  improper  to 
allow  liny  deduction  for  expenses  incurred  in  the  production  or  ac- 
quireirent  of  such  income.  Accordingly,  your  subcommittee  recom- 
mends that  a provision  be  inserted  in  the  law  specifically  denying 
deduct  ons  allocable  to  such  classes  of  income. 

(8)  Disallowance  of  Losses  Between  Members  of  Family 

It  is  proposed  to  add  to  section  24(a)  of  existing  law  a paragraph 
which  will  deny  losses  to  be  taken  in  the  case  of  sales  or  exchanges 
of  pro])erty  between  members  of  a family,  or  between  a shareholder 
and  a corporation  in  which  such  shareholder  owns  a majority  of 
the  vot  ing  stock.  The  term  “ family  ” is  defined  to  include  brothers 
and  sifters,  spouse,  ancestors,  and  lineal  descendants. 
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Many  instances  have  been  brought  to  light  where  transactions 
have  taken  place  for  the  sole  purpose  of  taking  a loss  for  income- 
tax  purposes.  It  is  believed  that  the  recomruendation  of  the  sub- 
committee,  if  followed,  will  effectually  close  this  opportunity  for  tax 

avoidance. 

(9)  Accrued  Income  and  Accrued  Deductions  of  Decedent 

Sections  42  and  43  of  the  Revenue  Act  of  1932  define  the  period  in 
which  items  of  income  and  of  deduction  shall  be  included. 

Your  subcommittee  recommends  adding  to  the  first  of  these  sections 
a provision  requiring  the  income-tax  return  of  a decedent  to  include 
amounts  of  income  accrued  up  to  the  date  of  his  death,  regardless  of 
the  fact  that  he  may  have  kept  his  l)Ooks  on  the  cash  basis.  In  the 
case  of  the  second  of  these  sections,  a provision  should  be  added 
allowing  deductions  to  be  likewise  accrued. 

Since  the  courts  have  held  that  income  accrued  by  a decedent  prior 
to  his  death  is  not  income  to  the  estate,  it  follows  that  unless  such 
income  is  taxable  to  the  decedent  it  will  escape  income  tax  altogether. 
For  the  same  reason,  unless  expenses  which  accrued  prior  to  death 
are  allowed  to  the  decedent,  they  cannot  be  used.  The  recommenda- 
tion made  by  the  subcommitee  remedies  these  defects. 

(10)  Casual  Sales  on  Installment  Basis 

Section  44(b)  of  the  Revenue  Act  of  1932  allows  the  use  of  the 
installment  method  of  reporting  income  w^here  the  initial  payments 
do  not  exceed  40  percent  of  the  selling  price.  The  limit  under  former 
acts  was  25  percent. 

Your  subcommittee  recommends  that  the  percentage  be  changed  to 
30  percent,  for  it  is  believed  that  the  present  high  limit  results  in 
an  unreasonable  postponement  of  tax  in  cases  where  such  tax  can 

well  be  paid. 

(11)  Allocation  of  Income 

Section  45  of  existing  law  gives  authority  to  the  Commissioner 
to  allocate  items  of  income  or  deductions  between  trades  or  busi- 
nesses which  are  owned  or  controlled  by  the  same  interests,  when 

necessary  to  prevent  evasion  of  taxes. 

Your  subcommittee  recommends  two  minor  changes  in  this  sec- 
tion: (1)  the  inclusion  of  the  word  “organizations,”  along  with 
trades  and  businesses,  and  (2)  the  addition  of  the  word  “ avoidan^  ” 
along  with  evasion.  These  changes  give  the  Commissioner  somewhat 
greater  latitude  in  applying  this  section. 

(12)  Income  Tax  Receipts 


Section  56  (h)  requires  the  collector  to  furnish  the  taxpayer  with 
an  income-tax  receipt  upon  pa3^ment  of  his  income  tax.  This  section 
is  cumbersome  in  language  and  has  been  rewritten  for  the  purpose  of 
uniformity  and  simplification.  As  rewritten,  it  corresponds  to  the 
more  concise  language  used  in  connection  with  requiring  receipts 
for  gift  and  estate-tax  payments. 
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(13)  Sale  of  Mines  and  Oil  or  Gas  Wells 

Secti  >n  102  of  existing  law  provides  that  in  the  case  of  the  sale  of 
mines  and  oil  or  gas  wells  where  the  principal  value  of  the  property 
has  bee  i demonstrated  by  prospecting  or  discovery  work  done  by  the 
taxpay<  r,  the  tax  attributable  to  such  sale  shall  not  exceed  16  percent 
of  the  s elling  price. 

This  provision  was  inserted  in  the  law  apparently  as  a subsidy  to 
encourage  the  development  of  new  mines  and  oil  wells.  In  the  pres- 
ent stats  of  overproduction  there  is  no  need  to  continue  this  subsidy, 
and_  yo  ir  subcommittee  recommends  the  elimination  of  the  entire 
section. 

(14)  Basis  for  Gift  in  Case  of  Loss 

Unde  r section  113  (a)  (2)  of  the  present  law,  if  a taxpayer  acquires 
propertj^  by  gift  he  is  required  to  use  as  his  basis  the  basis  the 
proper!  y had  in  the  hands  of  the  donor.  This  section  has  been  util- 
ized to  :ransfer  losses  from  one  person  who  has  little  income  to  an- 
other person  with  a large  income.  For  instance,  a taxpayer  has 
property  which  cost  him  $100,000,  but  which  is  now  practically 
worthle  ss.  If  he  sells  the  property  himself,  the  loss  on  the  sale  will 
not  do  liim  any  good,  due  to  the  fact  that  he  has  no  income  against 
which  1 3 offset  it.  He  transfers  such  property  by  gift  to  a relative 
or  close  friend  with  a large  income,  and  such  relative  or  close  friend 
makes  t le  sale  and  reduces  his  income  by  a $100,000  loss.  To  prevent 
this,  yo  ir  subcommittee  recommends  that  the  donee  be  required  to 
use  as  Ids  basis  for  determining  loss  the  cost  to  the  donor  or  the 
market  value  of  the  property  at  the  time  of  the  gift,  whichever  is 
lower. 

(15)  Basis  for  Property  Passing  by  Power  of  Appointment 

The  li  st  sentence  of  section  113  (a)  (4)  of  the  Revenue  Act  of  1932 
prescribes  the  basis  for  gain  or  loss  in  the  case  of  property  passing 
under  a general  power  of  appointment  exercised  without  considera- 
tion by  vill  or  deed  in  contemplation  of  death.  Property  transferred 
in  this  r lanner  is  included  in  the  decedent’s  gross  estate  for  estate-tax 
purj)ose  j.  The  income  tax  law  lays  down  a special  rule  for  deter- 
mining the  basis  for  computing  gain  or  loss  upon  the  sale  of  such 
property  *. 

Your  subcommittee  sees  no  reason  for  adopting  a special  rule 
for  this  type  of  property.  If  such  property  passes  under  a general 
power  cf  appointment  exercised  by  will,  its  basis  for  gain  or  loss 
should  I e the  same  as  that  prescribed  in  the  case  of  other  property 
passing  jy  bequest,  devise,  or  inheritance.  On  the  other  hand,  if  the 
property  passes  under  a power  of  appointment  executed  by  deed 
without  consideration  and  in  contemplation  of  death,  it  represents 
a gift  and  should  be  subject  to  the  same  basis  rule  which  applies  to 
other  gilts  in  contemplation  of  death.  It  is  believed  that  an  amend- 
ment to  existing  law  should  be  made  to  accomplish  this  result, 

(16)  Basis  for  Property  Transmitted  at  Death 

Ihider  section  113  (a)  (5)  of  the  Revenue  Act  of  1932,  the  basis 
for  dete  -mining  gain  or  loss,  for  income-tax  purposes,  on  the  sale 
or  othei  disposition  of  property  transmitted  at  death,  is,  in  the 
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following  cases,  the  fair  market  value  thereof  at  the  time  of  the 
death  of  the  decedent : 

(1)  Where  personal  property  was  acquired  by  specific  bequest; 

(2)  Where  real  property  was  acquired  by  general  or  specific  devise, 
or  by  intestacy ; 

(3)  Where  the  property,  real  or  personal,  was  acquired  by  the 
decedent’s  estate  from  the  deceased. 

In  all  other  cases,  if  the  property  was  acquired  by  will  or  in- 
testacy, the  basis  is  the  fair  market  value  of  the  property  at  the  time 
of  distribution  to  the  taxpayer. 

Included  within  the  phrase  “ all  other  cases  ” is  personal  property 
acquired  by  general  or  residuary  bequest.  Thus,  where  a trustee 
acquires  personal  property  by  general  bequest,  the  basis  of  the  prop- 
erty, on  a sale  by  him,  is  the  value  at  the  time  of  distribution  to  him. 
The  basis  to  the  executor,  in  all  cases,  is  the  value  of  the  property  at 
the  date  of  the  decedent’s  death. 

Oftentimes,  the  executor  and  trustee  under  a will  are  one  and  the 
same  person.  Thus,  in  the  case  of  a general  bequest  of  personal 
property,  he  is  in  a position  to  make  use  of  one  basis  of  valuation  or 
the  other  according  to  which  will  most  benefit  the  estate.  The 
trustee,  of  course,  may  use  a later  basis  than  the  executor,  and  where 
it  is  desired  to  sell  personal  property  subject  to  a trust  during  the 
period  of  administration,  the  executor -trustee  may  determine 
whether  it  would  be  most  advantageous  to  sell  as  executor  or  as 
trustee.  Where  the  personal  property  has  increased  in  value  in  the 
hands  of  the  executor,  under  a general  bequest,  the  property  may 
be  distributed  to  the  trustee,  who  may  use  the  higher  basis  in  com- 
puting gain  or  loss  on  the  sale,  thereby  diminishing  the  taxable  in- 
crement and  greatly  reducing  or  entirely  avoiding  the  income  tax. 

Section  113(a)  (5)  of  the  Revenue  Act  of  1932  is  a reenactment  of 
a similar  provision  contained  in  the  1928  act.  The  change  in  the 
1928  act  was  made  because  there  was  some  doubt  as  to  the  meaning  of 
the  term  “ date  of  acquisition,”  which  was  the  term  used  under 
the  Revenue  Act  of  1926.  Since  the  1928  act  was  passed,  the 
Supreme  Court  has  defined  “ the  date  of  acquisition  ” to  mean  the 
date  of  death  in  the  case  of  all  property  passing  by  bequest,  devise, 
and  inheritance,  whether  real  or  personal.  {Brewster  v.  Gage^  280 
U.S.  327.)  Your  subcommittee  recommends  that  section  113(a)  (5) 
of  the  Revenue  Act  of  1932  be  changed  to  conform  to  the  language 
contained  in  the  Revenue  Act  of  1926,  so  that  a uniform  basis  rule 
may  be  required  in  the  case  of  property  passing  at  death,  whether 
real  or  personal. 

(17)  Basis  of  Property  for  Loss  (Acquisition  Before  March  1,  1913) 

Under  section  113(a)  (13)  of  existing  law,  the  basis  for  determin- 
ing gain  or  loss  in  the  case  of  property  acquired  prior  to  March  1, 
1913,  is  its  cost  or  fair  market  value  as  of  that  date,  whichever  is 
greater.  This  rule  when  applied  to  losses  in  some  instances  grants 
the  taxpayer  a loss  when  no  loss  has  been  actually  sustained.  For 
instance,  suppose  a taxpayer  bought  property  for  $20,000  prior  to 
March  1,  1913,  which  was  worth  $75,000  on  that  date.  If  he  sells 
such  property  in  1933  for  $60,000,  he  is  allowed  a loss  of  $15,000, 
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althoii^li  he  has  in  fact  made  a gain  of  $40,000.  Your  subcommittee 
is  of  th  ‘ opinion  that  no  loss  should  be  allowed  in  any  case  where  the 
selling  price  exceeds  the  taxpayer’s  investment  in  the  property. 

(18)  Distributions  in  Liquidation 

Section  115  (c)  of  the  Revenue  Act  of  1932  treats  y liquidating 
dividend  as  a sale  of  stock.  This  rule  has  serious  objections,  as  it 
permits  wealthy  stockholders  to  escape  surtax  upon  corporate  earn- 
ings or  profits  distributed  in  the  form  of  liquidating  dividends.  For 
instanci',  a corporation  ma}^  have  a surplus  of  $1,000,000.  If  the 
surplus  is  distributed  as  an  ordinary  dividend,  it  is  subject  to  the 
surtax  rates  in  the  hands  of  the  shareholder.  If  it  is  distributed 
as  a liquidating  dividend,  it  is  subject  only  to  the  flat  capital  gain 
rate  of  12^/2  percent  in  the  case  the  shareholder  has  held  his  stock 
for  more  than  2 years.  In  addition  to  permitting  the  wealthy 
sharehclder  to  escape  surtax,  the  present  rule  also  discriminates 
against  the  small  shareholder.  If  the  corporation  makes  a distribu- 
tion of  surplus  as  an  ordinary  dividend,  it  is  exempt  from  the 
normal  tax.  Accordingly,  a small  shareholder,  not  being  in  the 
surtax  orackets,  is  materially  affected  by  the  form  of  the  distribu- 
tion. 1 f the  distribution  is  made  in  the  form  of  a liquidating  divi- 
dend, tae  exemption  from  normal  tax  does  not  apply.  This  does 
not  see;  n fair  when  it  is  considered  that  liquidating  dividends  may 
represent  earnings  or  profits  which  if  distributed  as  an  ordinary 
dividend  would  be  exempt  from  normal  tax.  The  present  law  thus 
makes  the  tax  depend  upon  the  form  of  the  distribution.  Your 
subcom  nittee  recognizes  that  liquidating  dividends  do  contain  some 
of  the  'dements  of  a sale  in  that  the  stockholder  is  relinquishing  in 
whole  or  in  part  his  investment  in  the  corporation.  On  the  other 
hand  tliey  also  contain  some  of  the  elements  of  an  ordinary  divi- 
dend irsofar  as  they  represent  a distribution  of  earnings  or  profits. 

Youi  subcommittee  is  of  the  opinion  that  the  fairest  method  of 
treating  liquidating  dividends  is  to  combine  both  the  sale  feature 
and  th'!  dividend  feature.  It  is  accordingly  recommended  that  a 
liquida  ing  dividend  be  treated  as  a sale  of  the  stock,  with  th^  pro- 
vision 1 hat  the  amount  of  gain  to  a shareholder  shall  be  taxed  as  an 
ordinal  y dividend  to  the  extent  that  it  represents  a distribution  of 
earning  s or  profits,  and  as  a gain  from  sale  of  property  to  the  extent 
that  it  loes  not  represent  such  a distribution.  This  will  prevent  the 
large  shareholder  from  escaping  the  surtax  on  the  earnings  of  the 
corporation  and  will  also  relieve  the  small  shareholder  from  pay- 
ment o ’ the  normal  tax  on  liquidating  distributions  out  of  earnings 
or  profts. 

(19)  Interest  Received  by  Nonresident  Aliens 

Sectim  119  (a)  (1)  of  the  present  law  defines  the  income  upon 
which  nonresident  alien  individuals  and  foreign  corporations  are 
require  1 to  pay  a Federal  income  tax.  The  Board  of  Tax  Appeals 
has  construed  the  present  law  to  exempt  nonresident  aliens  and 
foreign  corporations  from  Federal  income  tax  on  any  interest  paid 
by  the  United  States,  the  territories,  or  the  District  of  Columbia, 
on  rlieir  obligations,  tax  refunds,  or  judgments.  Obviously,  Con- 
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gress  did  not  intend  to  make  such  income  exempt  from  the  Federal 
income  tax.  Accordingly,  section  119  (a)  (1)  has  been  amended  to 
make  it  clear  that  such  interest  is  taxable. 

(20)  Unlimited  Deduction  for  Charity 

Section  120  of  the  Revenue  Act  of  1932  provides  for  the  allowance 
of  charitable  contributions  in  full  where  for  the  preceding  10  years  90 
percent  of  the  taxpayer’s  net  income  has  been  distributed  by  such 

contributions. 

Section  23  (n)  imposes  a 15-percent  limitation  on  charitable  con- 
tributions in  the  general  case  in  respect  to  the  amount  allowable  in 
respect  to  net  income. 

Your  subcommittee  is  of  the  opinion  that  section  120  should  be 
eliminated. 

(21)  Withholding— Tax-Free  Covenant  Bonds 

Section  143  (a)  provides  for  the  withholding  by  a corporation  or 
other  obligor  of  an  amount  equal  to  2 percent  of  the^  amount  of  inter- 
est paid  on  bonds  or  other  obligations  which  contain  a provision  by 
which  the  obligor  agrees  to  pay  any  portion  of  the  tax  imposed  upon 
the  obligee.  The  tax  is  not  required  to  be  withheld  at  the  source 
where  the  obligee  files  with  the  obligor  a statement  that  he  is  not 
taxable  under  the  income  tax  on  account  of  his  income  being  less  than 
the  amount  of  his  personal  exemption.  The  bondholder  is  entitled  to 
a credit  against  his  tax  where  there  has  been  withheld  a tax  at  the 
source  on  his  account. 

Your  subcommittee  recommends  that  this  system  of  withholding  st 
tax  on  tax-free  covenant  bonds  be  entirely  discontinued.  The  system 
originated  in  the  1913  act,  where  general  withholding  was  employed 
to  collect  a large  portion  of  the  tax.  The  withholding  policy  has 
now  been  abandoned  and  the  withholding  on  tax-free  covenant  bonds 
is  an  exception  to  the  general  rule.  It  is  an  administrative  nuisance 
and  requires  the  payment  of  many  small  refunds.  Simplification  and 
reduction  in  administrative  expense  can  be  secured  by  the  elimina- 
tion of  this  section.  No  loss  in  revenue  will  result  from  the  change. 

(22)  Information  Returns 

Sections  148  and  149  of  the  Revenue  Act  of  1932  authorize  the 
Commissioner  to  require  returns  or  statements  from  corporations  in 
respect  to  the  dividends  paid  shareholders,  and  from  brokers  in 
respect  to  business  transacted  with  customers. 

In  view  of  recent  disclosures  as  to  stock-exchange  practices,  it  is 
recommended  by  your  subcommittee  that  these  sections  should  be 
amended  to  require  every  corporation  to  file  information  returns  as 
to  dividends  paid  to  any  one  person  in  an  amount  in  excess  of  $1,000 
annually,  and  to  require  every  exchange  broker  dealing  in  stocks, 
bonds,  etc.,  to  file  statements  shoAving  the  names,  addresses,  and  gross 
business  transacted  with  persons  whose  gross  business  exceeds  $100,- 
000  annually. 
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It  is  hoped  that  these  information  returns  and  statements  will 
enable  :he  Commissioner  to  prevent  more  effectively  tax  evasion. 
A pena  ty  not  to  exceed  $1,000  is  recommended  for  failure  to  file 
the  inf(  rmation  returns  described  above. 

(23)  Annuities  Acquired  by  Bequest 

Section  162  (b)  and  (c)  of  existing  laws  deals  with  the  net  income 
of  estates  and  trusts.  It  has  been  brought  to  the  attention  of  your 
subcom]  nittee  that  if  a widow  receives  an  annual  income  from  a 
trust  ir  lieu  of  dower,  the  trust  may  deduct  the  payments  to  her 
from  it;  net  income  and  the  widow  will  pay  no  income  tax  on  the 
jeayments  received. 

A siniilar  situation  has  arisen  in  the  case  of  annuities  established 
by  will.  If  the  trustee  is  required  to  pay  to  the  beneficiary  a fixed 
sum  ea(h  year,  regardless  of  whether  the  trust  has  any  income,  all 
of  the  8 mounts  received  by  the  beneficiary  are  exempt  from  income 
tax,  altliough  in  some  years  they  are  actually  paid  out  of  income. 

Your  subcommittee  recommends  curing  these  defects  in  a reason- 
able ml  nner  by  providing  that  the  income  of  the  estate  or  trust 
may  be  reduced  by  income  paid  to  the  beneficiaries  only  if  such 
nmountii  are  includable  in  the  income  of  such  beneficiaries. 

(24)  Interest  Paid  or  Accrued — Insurance  Companies 

Section  203  (a)  (8)  provides  for  the  deduction  of  interest  “paid 
or  accrued”  by  life  insurance  companies.  Insurance  companies  are 
on  the  cash  receipts  and  disbursements  basis  and  the  Supreme  Court 
has  held  that  in  such  cases  the  word  “accrued”  means  paid.  Your 
subcommittee,  therefore,  recommends  for  the  ])urpose  of  clarifica- 
tion tht  t the  words  “ or  accrued  ” be  eliminated  from  this  section. 
The  cha  nge  will  have  no  effect  on  the  application  of  the  deduction. 

(25)  Ninety-Day  Letter — Petition  to  Board 

Sectic  n 272  (a)  of  the  Ke venue  Act  of  1932  gives  the  taxpayer  60 
days  in  which  to  appeal  to  the  Board  of  Tax  Appeals  from  a de- 
ficiency notice  mailed  to  him  by  the  Commissioner.  A considerable 
number  of  such  deficiency  notices  are  mailed  to  prevent  the  running 
of  the  s atute  of  limitation  and  are  based  on  incomplete  information. 
It  is  believed  that  if  more  time  were  allowed  between  the  date  of 
mailing  of  the  notice  and  the  date  required  for  the  filing  of  the 
taxpaye  r’s  petition  a large  number  of  deficiencies  could  be  settled  by 
conference  between  the  representatives  of  the  Commissioner  and  the 
taxpaye  r,  without  the  necessity  for  a petition. 

Your  subcommittee,  therefore  recomends  extending  this  period  for 
filing  a petition  to  90  days.  It  is  believed  that  such  action  will  re- 
sult in  less  delay  in  the  collection  of  the  tax  and  in  relieving  the 
Board  calendar  of  numerous  cases. 

(26)  Statute  of  Limitations — Assessments 

Sectic  n 275  of  the  Revenue  Act  of  1932  provides  that  income  taxes 
must  be  assessed  within  2 years  after  the  return  was  filed. 

Your  subcommittee  is  of  the  opinion  that  the  2-year  period  is  too 
short  ai  d should  be  extended  to  3 years.  The  longer  period  is  not 
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intended  to  create  delay  in  tax  collections,  but  to  prevent  the  escape 
of  taxes  legally  due,  and  to  eliminate  the  necessity  for  ill-considered 
deficiency  letters  in  difficult  cases.  The  revenue  should  be  increased 

by  this  change.  . • i 

Subsection  (c)  of  this  section  provides  that  if  a corporation  fails 

to  file  a return  but  each  shareholder  includes  in  his  return  his  distrib- 
utive share  of  the  net  income  of  the  corporation,  then  the  coiqiorate 
tax  may  be  assessed  within  4 years  after  the  last  date  cin  which  the 
shareholder’s  return  was  filed.  Under  the  general  rule,  if  a corpora- 
tion fails  to  file  a return,  the  corporate  tax  may  be  assessed  at  any 
time.  Your  subcommittee  sees  no  reason  for  making  an  exception 
to  the  general  rule  merely  because  some  of  the  shareholders  have 
included  corporate  income  in  their  returns.  It  is  accordingly  recom- 
mended that  subsection  (c)  be  eliminated. 

There  has  been  considerable  difficulty  from  an  administrative 
standpoint  in  keeping  a record  of  the  date  which  starts  the  assess- 
ment period.  Under  the  present  law  the  tax  must  be  assessed  within 
a certain  i)eriod  after  the  return  is  filed.  The  statute  prescribes  a 
last  date  for  filing  both  fiscal  and  calendar  year  returns.  In  many 
cases,  returns  are  filed  before  the  due  date  and  for  this  reason  it  is 
very  difficult  to  maintain  a proper  record.  It  is,  therefore,  recom- 
mended by  your  subcommittee  that  all  returns  filed  before  the  last 
due  date  be  deemed  to  have  been  filed  on  the  last  due  date  for 
assessment  purposes. 

(27)  Understatement  of  Gross  Income 

Section  276  provides  for  the  assessment  of  the  tax  without  regard 
to  the  statute  of  limitations  in  case  of  a failure  to  file  a return  or  in 
case  of  a false  or  fraudulent  return  with  intent  to  evade  tax. 

Your  subcommittee  is  of  the  opinion  that  the  limitation  period  on 
assessments  should  also  not  apply  to  certain  cases  where  the  taxpayer 
has  understated  his  gross  income  on  his  return  by  a large  amount, 
even  though  fraud  with  intent  to  evade  tax  cannot  be  established. 
It  is,  therefore,  recommended  that  the  statute  of  limitations  shall  not 
apply  where  the  taxpayer  has  failed  to  disclose  in  his  return  an 
ii  amount  of  gross  income  in  excess  of  25  percent  of  the  amount  of  the 

l'  gross  income  stated  in  the  return.  The  Government  should  not  be 

penalized  when  a taxpayer  is  so  negligent  as  to  leave  out  items  of 
\ such  magnitude  from  his  return. 

(28)  Statute  of  Limitations — Refunds 


Section  322  of  the  Revenue  Act  of  1932  provides  that  no  credit  or 
refund  shall  be  made  after  2 years  from  the  time  the  tax  was  paid. 

Your  subcommittee  in  view  of  the  change  recommended  in  para- 
graph (26)  also  recommends  that  this  period  be  changed  from  2 to  3 
years.  As  a matter  of  fairness,  the  period  in  which  the  taxpayer 
may  recover  overpa3unents  should  be  the  same  as  the  period  for 
assessment  by  the  Government. 

However,  your  subcommittee  believes  that  under  existing  law  the 
taxpayer  has  a longer  period  than  the  Government,  since  the  tax- 
payer’s period  starts  with  the  payment  of  the  tax  while  the  Govern- 
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merit’s  period  commences  with  the  filing  of  the  return.  When  a 
tax  IS  paid  in  installments,  the  taxpayer  now  has  9 months  longer 
than  tl:  e (jovernment  to  secure  tax  adjustments. 

To  collect  this  inequality,  your  subcommittee  recommends  that 
the  sta  ute  ot  limitations  on  refunds  shall  run  within  3 years  from 
the  tin  e the  return  w^as  filed  or  within  2 years  from  the  time  the 
tax  wa5  paid,  whichever  period  expires  the  later. 

(29)  Claims  for  Credit 

Your  subcommittee  recommends  incorporation  of  H.K.  5904  into 
the  proposed  legislation.  This  will  save  the  (irovernment  $15,000,- 
000  by  3reventing  the  Commissioner  from  refunding  certain  income 
taxes  w iich  were  due  on  the  merits  but  for  which  the  taxpayers  are 
^manding  refunds  on  technical  grounds.  This  bill  passed  the 
House  ( uring  the  last  session  but  was  not  acted  upon  bv  the  Senate 
due  to  the  snort  time  before  adjournment. 

(30)  Sales  of  Personalty  by  Distraint— Section  3192,  Revised  Statutes 

Unde  ’ the  present  law  the  collector  can  bid  in  at  a distraint  sale 
only  personal  property  which  is  subject  to  tax  such  as  oleomargine  to- 
bacco, s Dints,  etc.  He  cannot  buy  for  the  United  States  a Liberty 
bond  or  a Treasury  note  offered  at  a distraint  sale.  If  no  bid  was 
made,  h i would  be  compelled  to  readvertise  and  offer  again  for  sale 
the  security  seized  under  distraint.  If  an  entirely  inadequate  bid 
was  ma  ie  for  such  security,  the  collector  would  be  compelled  to 
accept  n.  lo  remedy  this,  your  subcommittee  recommends  that  the 
collectoi  be  given  power  to  establish  a minimum  price  for  personal 
propertr  oifered  by  him  for  sale  under  the  process  of  distraint  (as  it 

IS  with  -espect  to  realty,  E.S.  3197),  and  to  bid  in  the  same  for  the 
United  states. 

(31)  Effective  Date  of  New  Revenue  Bill 

The  qiestion  of  retroactivity  of  the  proposed  legislation  was  con- 
sidered Dy  your  subcommittee.  In  many  cases  it  is  impossible  to 
niake  thj  pri^osed  changes  retroactive  on  account  of  constitutional 
objections.  Furthermore,  some  doubt  exists  as  to  the  possibilitv 
of  passi  ig  the  bill  by  March  1,  which  certainly  should  be  done  if 
the  charges  are  to  be  given  effect  in  returns  filed  on  March  15 

1 here:  ore,  the  wording  of  the  bill  in  section  1 will  make  the  act 
applicab  ,e  to  any  taxable  year  beginning  after  December  31,  1933. 

L'lidei  prior  laws,  the  policy  was  to  divide  fiscal  years  into  two 
parts  an  1 tax  each  part  under  the  different  act  applicable  thereto. 

1 our  sul  committee  recommends  discontinuing  this  troublesome  iirac- 
tice,  S111C3  there  are  no  substantial  rate  changes.  This  will  make  the 
administrative  work  of  handling  fiscal  year  returns  easier,  and  will 

simplify  the  act  by  eliminating  part  of  section  48  (a)  and  all  of 
sections  . 05  and  132. 

If  the  Committee  on  Ways  and  Means  desires  to  make  certain  pro- 
^ isions  1 'tioactive,  this  can  be  done  in  each  special  case,  provided 
there  is  r o constitutional  bar  to  such  retroactiyity. 
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(32)  Items  Passed  Over 

The  following  propositions  have  received  favorable  action  by J'our 
subcommittee  but  will  not  be  finally  recommended  in  view  of  difficul- 
ties of  working  them  out,  until  such  difficulties  can  be  overcome. 

(a)  Section  52:  It  is  believed  desirable  to  make  the  officers  of  a 
corporation  subject  to  penalty  for  the  failure  of  the  corporation  to 
make  a return.  It  appears  that  some  difficulty  exists  in  holding  such 
officers  liable  for  penalties  under  existing  law  in  such  a case  because 
the  statute  requires  the  corporation  to  make  the  return. 

(5)  Section  113:  The  present  law  does  not  specifically  provide  for 
any  cost  basis  in  the  case  of  the  sale  of  mining  grants.  The  Treasury 
has  ruled  that  in  the  case  of  mining  grants  the  basis  for  computing 
gain  or  loss  from  such  sales  shall  be  the  value  at  the  date  the  min- 
erals are  discovered.  Your  subcommittee  believes  the  present  law 
should  be  clarified  so  that  the  basis  in  such  cases  should  be  the  cost 
to  the  person  securing  the  grant. 

(c)  Section  115 : It  was  hoped  to  tax  distributions  in  kind  by  cor- 
porations on  a more  equitable  basis,  but  no  plan  has  been  devised 
which  overcomes  constitutional  objections. 

(d)  Section  311  (d)  : This  section  deals  with  transferee  proceed- 
ings. It  has  been  contended  that  under  existing  law  a transferee  who 
pays  all  the  tax  may  be  without  remedy  to  enforce  contribution  from 
the  other  transferees.  Your  subcommittee  is  sympathetic  to  remedy- 
ing this  situation  if  it  can  be  done. 

(e)  Your  subcommittee  is  in  favor  of  allowing  a tax  exemption 
for  estate-tax  purposes  where  the  property  has  already  been  taxed 
by  the  estate  tax  in  the  hands  of  a prior  decedent  within  5 years  as 
is  permitted  by  present  law.  Your  subcommittee  is  not  in  favor  of 
allowing  this  exemption  the  second  time  when  the  property  passes 
from  the  second  decedent  to  the  third  as  is  permitted  by  present  law. 

(f)  Your  subcommittee  is  of  the  opinion  that  a citizen  of  the 
United  States  should  be  subject  to  the  estate  tax  on  real  property 
located  abroad. 

(^)  Your  subcommittee  is  of  the  opinion  that  all  trusts  which  have 
not  been  subject  to  estate  or  gift  taxes  should  be  taxed  on  dissolu- 
tion. The  constitutional  questions  arising  in  this  connection,  how- 
ever, are  serious. 

(k)  Your  subcommittee  is  of  the  opinion  that  suits  against  the 
collector  for  recovery  of  taxes  should  be  abolished  and  that  all  such 
suits  should  be  brought  against  the  United  States.  At  present  either 
course  can  be  pursued. 

(^)  Your  subcommittee  is  of  the  opinion  that  where  a circuit  court 
of  appeals  refuses  to.  hear  a case  on  account  of  wrong  jurisdiction, 
it  should  be  allowed  to  determine  the  correct  jurisdiction. 

CONCLUSION 

It  is  believed  that  the  major  changes  proposed  in  part  I of  this 
report  may  result  in  additional  revenue  of  about  $235,000,000  per 
annum  in  a full  year  of  operation,  and  that  the  minor  changes  pro- 
posed in  part  II  may  result  in  further  revenue  of  $35,000,000 — giv- 
ing a grand  total  of  $270,000,000.  When  business  returns  to  normal, 
the  additional  revenue  from  these  changes  should  be  greater. 
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In  5 ny  event,  your  subcommittee  is  of  the  opinion  that  if  the 
chang<  s proposed  are  adopted,  the  income-tax  burden  will  be  more 
fairly  borne  by  all  taxpayers  with  very  few  opportunities  of  escape 
theref  ’om  by  legal  avoidance.  The  sooner  all  persons  pay  their  full 
share  af  income  taxes,  the  sooner  some  relief  in  the  existing  tax 
burdei  may  be  expected. 


APPENDIX 
Exhibit  A 

Memorandum  on  Wholly  and  Partially  Tax-Exempt  Interest 


Much  attention  recently  has  been  given  to  the  question  of  whether  the 
interest  on  Federal,  State,  and  local  bonds  should  be  subject  to  taxation  by 
the  Federal  and  State  Governments.  A consideration  of  the  facts  in  con- 
nection with  the  subject  does  not  lead  to  an  obvious  conclusion.  However, 
such  facts  as  seem  most  important  will  be  pointed  out,  and  certain  suggestions 
made  in  connection  with  the  matter  as  appear  to  warrant  consideration. 

The  total  interest-bearing  indebtedness  of  the  Federal,  State,  and  local 
Governments  is  estimated  to  be  approximately  $40,500,000,000  at  this  time. 
The  annual  interest  charge  on  this  amount  is  estimated  to  be  approximately 
$1,805,000,000.  The  larger  part  of  this  latter  sum  is  entirely  free  from 
Federal  and  State  income  taxes,  although  it  is  true  that  some  of  the  Federal 
bonds  are  subject  to  surtaxes.  Also,  practically  all  of  the  bonds  are  subject 
to  estate  and  inheritance  taxes,  and  to  the  income  tax  insofar  as  a profit  is 
realized  upon  the  sale  thereof. 

Naturally  we  have  accurate  figures  as  to  the  total  amount  of  Federal  securi- 
ties. On  August  31,  1933,  the  total  interest-bearing  debt  of  the  United  States, 
outstanding,  amounted  to  $22,722,597,530,  of  which  amount  $12,860,055,350  was 
subject  to  surtax,  and  $9,862,542,180  was  wholly  tax  exempt  as  to  both  income 
and  surtax.  It  appears  that  the  average  annual  interest  charge  on  this  Federal 
debt  will  be  approximately  $825,000,000,  indicating  an  average  interest  rate 
of  approximately  3%  percent. 

From  incomplete  data  available,  this  office  estimates  the  present  State  and 
local  indebtedness  to  be  about  $17,800,000,000.  The  annual  interest  charge  on 
this  sum  4s  probably  not  less  than  $980,000,000,  indicating  an  average  interest 
rate  of  5^  percent. 

Our  revenue  acts  provide  that  taxpayers,  both  individual  and  corporate,  shall 
report  the  interest  received  from  these  wholly  or  partially  tax-exempt  bonds. 
There  is  no  penalty  for  not  so  reporting  the  wholly  tax-exempt  interest,  and 
there  might  be  some  question  as  to  the  legality  of  such  a penalty.  In  any 
event,  it  seems  certain  that  a very  considerable  amount  of  the  wholly  tax- 
exempt  interest  is  not  reported  on  the  returns.  This,  of  course,  makes  no  dif- 
ference in  our  present  revenue,  but  is  disturbing  when  we  make  a statistical 
study  of  this  question. 

It  has  already  been  pointed  out  that  our  present  annual  interest  charge  on 
the  total  Federal,  State,  and  local  debt  will  amount  to  approximately  $1,805,- 
000,000.  In  1930  this  interest  charge  amounted  to  considerably  less — probably 
to  about  $1,370,000,000.  Nineteen  hundred  and  thirty  is  the  latest  year  on 
, which  we  have  complete  income  tax  statistics,  and  in  this  year  we  can  account 

I for  the  following  amounts  of  wholly  or  partially  tax-exempt  interest  on  the 

income-tax  returns : 


(1)  Individuals  with  net  income  of  $5,000  and  over: 

Interest  on  State  and  local  bonds $172.  841. 118 

Interest  on  wholly  exempt  United  States  bonds 51,  308. 177 

Interest  on  partially  exempt  United  States  bonds  (including 
farm  loan  bonds) 38,133,605 


Subtotal 262.  282.  900 

(2)  Corporations — all : 

Interest  on  Federal,  State,  and  municipal  bonds 536,  200,  563 

(3)  Individuals  with  $5,(KX)  gross  but  no  net  income: 

Interest  on  partially  exempt  Government  bonds 5,  738, 139 


804.  281,  60:1 


Grand  total 


(25) 
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It  is  ipparent,  therefore,  that  the  actual  figures  on  the  1930 
returns  iccount  for  only  $804,281,602  out  of  ^tal  ot  proba^^^^ 

, IT,  ren?e  otSi7^^  tlie  result  of  the  tux-exempt  interest  not  being 
l-e^rteti  on  The*^  iSurns.  However,  our  figures  seem  sulflciently  complete  to 

'“Setorl  tecJlatmr^^^^^  as  to  how  mncl. 

sitS‘irofrsroi^;;t^ 

chiss  ai  d our  wealthy  class.  This  distribution  need  be  made  only  for  indiMdu- 
Sf  sin^a  the  corp^^^^^  of  tax  is  constant  while  the  individual  rat^  of 

tax  are  -graduated.  Furthermore,  it  can  be  computed  from  the  fis^^^^s 
given  tint  the  corporations  appear  to  hold  about  67  percent  of  the  tot 

^^ThrvSv^’and^pa^  interest  reported  by 

net  inctmes  of  over  $5,000  has  been  computed  tor  the  years  1921,  lJ-9, 

•ind  19J0.  This  intert^st  has  been  broken  up  into  two  groups.  ( ) 
states  *;ecurities  and  Federal  farm  loan  bonds;  and  (2)  State  and  local  obliga- 
tions The  interest  derived  from  each  of  these  groups  has  been  further  classi- 
n so  is  to  Sw  the  amount  received  i.>  each  case  by  individuals  with  net 
fncomes  of  over  $5,000  and  not  over  $25,000.  by  i^^dividuals  with  net 
of  over  $25  000  but  not  over  $100,000,  and  by  individuals  with  net  incomes  of 
over  $lX),o6o.  These  facts  are  shown  in  the  following  four  tables  coveiin„, 

respectively,  the  4 years  already  named. 

Wfiollu  and  partially  tax-exempt  interest  reported  by  individuals  with  net 

incomes  of  over  $5,000  by  net  income  classes 


The  following  facts  may  readily  be  noted  from  the  , cpcurities 

Firs:.  The  interest  received,  and  hence  the  amount  of 
held  ly  all  our  individual  taxpayers  with  net 

steadi’  v^ declined.  In  1924  the  interest  received  amounted  to  about  120  ^li  , 
friMJ,  to  about  115  million;  in  1P29.  to  about  IW  mfil.on ; and  m 1930.  to 

about  39  million,  a decline  of  30  percent  from  1024  to  19Sa  ^ 

Spc(  nd  The  interest  received,  and  hence  the  amount  ot  fetate  anu  lucai 

obUna  blia  by  all  our  inivtflnal  taxpayers  with  net  incomes  of  over 
“as  somewhat  increased.  In  1924  the  interest  received  amounted  to 
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about  119  million ; in  1927,  to  about  152  million ; in  1929,  to  about  170  million ; 
and  in  1930,  to  about  173  million ; an  increase  of  45  percent  from  1924  to  1930. 

Third  The  class  of  taxpayers  with  net  incomes  of  from  $5,000  to  $25,000 
do  not  find  the  Federal  bonds  unattractive.  In  1924,  65  percent  of  their  interest 
was  received  from  such  bonds  and  35  percent  from  State  and  local  bonds, 
while  in  1930  the  Federal  interest  received  amounted  to  46  percent  and  the 
State  and  local  interest  to  54  percent. 

Fourth.  In  the  case  of  the  middle  class  of  taxpayers  with  net  incomes  between 
$25,000  and  $100,000,  the  proportion  of  Federal  to  State  and  local  interest 
received  is  much  less  than  in  the  smaller  class  and  the  shift  to  State  and  local 
investment  greater.  For  instance,  in  1924,  of  the  total  interest  received  by 
this  class,  48  percent  came  from  Federal  securities  and  52  percent  from  State 
and  local  obligations,  while  in  1930,  33  percent  came  from  the  former  source 
and  67  percent  from  the  latter. 

Fifth.  In  the  case  of  the  wealthy  taxpayers  with  net  incomes  of  over  $100,000, 
the  unattractiveness  of  the  Federal  issues  becomes  even  more  pronounced  and 
the  shift  to  State  and  local  issues  still  greater.  In  1924  this  class  received  42 
percent  of  their  total  interest  from  Federal  securities  and  58  percent  from  State 
and  local  obligations.  In  1930,  however,  26  percent  came  from  Federal  sources 
and  74  percent  from  State  and  local  sources. 

It  is  our  conclusion  from  the  above  facts  that  the  small  taxpayer  finds  Federal 
bonds  quite  as  attractive  as  State  and  local  bonds,  because  the  greater  security 
offered  by  the  former  offsets  the  higher  interest  rate  of  the  latter.  In  the  case 
of  the  larger  taxpayers,  however,  we  are  forced  to  the  conclusion  that  State  and 
local  issues  are  preferred  over  Federal  issues,  not  because  this  class  of  tax- 
payers desire  less  security,  but  because  the  State  and  local  Issues  are  entirely 
free  from  surtax  while  the  majority  of  the  Federal  bonds  are  subject  to  such 

tax. 

What  additional  revenue  could  be  secured  by  subjecting  all  this  interest  on 
the  public  debt  to  tax?  Based  on  the  data  available  and  the  existing  tax  rates, 
we  believe  the  maximum  revenue  which  the  Federal  Government  could  obtain 
would  not  exceed  $160,000,000  annually.  Of  this  amount,  about  .$90,000,000 
would  come  from  individuals  and  about  $70,000,000  from  corporations. 

A study  of  the  market  quotations  on  Government  bonds  indicates  that  the 
wholly  tax-exempt  securities  are  slightly  preferred  over  the  partially  exempt 
securities.  This  is  true  in  spite  of  the  fact  that  both  classes  of  securities  are 
wholly  tax  exempt  when  in  the  hands  of  corporations.  Thus,  a broad  tax-free 
market  is  now  open  to  corporations  for  the  bonds  which  are  only  partially  tax 
exempt  in  the  hands  of  individuals.  If  this  were  not  the  case,  authorities  seem 
to  agree  that  future  bond  issues  by  our  governmental  units  would  necessarily 
bear  a higher  interest  rate. 

An  increase  in  interest  rate  of  one  fourth  of  1 percent  on  $40,000,000,000 
would  cost  our  Government  $100,000,000  annually;  an  increase  of  one  half  of 
1 percent  would  cost  $200,000,000  annually.  Of  course,  the  increase  in  interest 
costs  would  not  take  effect  immediately  if  Congress  taxed  bonds  already  issued 
in  tax-exempt  form  without  retirement  and  reissue.  However,  to  do  so  would 
raise  a serious  question  of  breach  of  faith  and  might  be  construed  to  violate 
tlie  Constitiition. 

At  the  present  time,  substantial  revenue  could  be  secured  by  taxing  the 
interest  on  all  Federal,  State,  and  local  bonds  if  the  income  tax  were  applied 
to  old  as  well  as  new  issues.  The  question  of  whether  such  a procedure  is 
right  or  wrong  from  a moral  standpoint  is  one  which  is  beyond  the  scope 
of  this  memorandum. 

It  is  the  opinion  of  this  office  that  if  the  income  tax  were  applied  in  full  to 
all  future  issues  of  these  bonds  the  increased  interest  cost  would  nearly  offset 
the  additional  revenue  secured. 

SUGGESTIONS 

If  it  is  desired  to  subject  all  Federal,  State,  and  local  bonds  to  the  income 
tax  of  both  Federal  and  State  Governments,  it  appears  that  the  fairest  way, 
and  the  only  one  tree  from  legal  uncertainties,  would  be  to  present  the  issue 
to  the  people  through  an  amendment  to  the  Constitution. 

It  is  suggested  that  for  present  purpose's  it  might  be  well  for  the  Congress 
to  consider  the  advisability  of  making  all  future  issues  of  Federal  interest- 
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bearir  g obligations  subject  to  tiie  surtax.  This  would  restrict  the  opportunity 
now  eiisting  for  the  avoidance  of  this  tax.  In  fact,  much  might  be  said,  even 
in  the  case  of  a constitutional  amendment,  in  favor  of  making  the  interest  on 
Federal.  State,  and  local  bonds  subject  to  surtaxes  but  not  to  normal  taxes. 
It  wo  jld  have  the  effect  of  preventing  tax  avoidance  without  materially 
increadiig  the  interest  rate. 

The  e is  some  possibility,  in  view  of  certain  decisions  of  the  Supreme  Court 
of  the  United  States,  that  even  umler  existing  law  interest  on  governmental 
bonds  can  be  reached  by  an  excise  tax  in  the  case  of  individuais  or  corporations 
carryi  ig  on  business.  This  question  is  di.scussed  in  the  appended  memorandum 
prepai  ed  by  Mr.  Stam,  counsel  to  this  committee. 

As  s Iready  stated,  no  obvious  conclusion  is  apparent  in  connection  with  this 
mattei.  It  is  a subject  of  imi>ortance,  and  needs  further  investigation  and 
study. 

Respectfully, 


L.  H.  Parker, 

Chief  of  Staff. 


POWER  OF  CONGRESS  TO  TAX  TAX-EXEMPT  SECURITIES 

Man  i proposals  have  been  submitted  suggesting  the  taxation  by  the  Federal 
Goveri  ment  of  the  income  received  from  State  and  municipal  securities.  It 
is  sett  ed  doctrine  tliat  without  a constitutional  amendment  Congress  has  no 
power  directly  to  tax  the  income  received  from  State  and  municipai  swurities 
(Metci  lf  and  Eddy  v.  Mitchell,  Admx.,  269  U.S.  514,  521;  Pollock  v.  Farmers' 
Loan  end  Trust  Company,  157  U.S.  429;  National  Life  Insurance  Co.  v.  V.S., 
48  Suj . Ct.  593).  However,  there  is  a possibility  that  such  income  might  be 
reache  1 through  an  excise  tax  measureil  by  the  net  income  from  all  sources. 
In  the  case  of  corporations,  it  seems  clear  that  this  can  be  done.  The  corpora- 
tion e:  else  tax  of  1909  taxed  the  privilege  of  carrying  on  or  doing  business 
by  cor  »orations.  The  tax  was  measured  by  the  net  income  of  the  corporation 
from  £ 11  sources.  Since  the  subject  of  the  tax  was  an  exercise  of  a franchise 
or  prh  ilege,  the  Supreme  Court  held  that  Congress  had  the  power  to  include 
in  the  measure  of  the  tax  the  income  from  tax-exempt  securities,  although 
such  ii  come  could  not  be  directly  taxed  (Stone  Tracy  Company  v.  Flint,  220  U.S. 
107).  Moreover,  some  of  the  States  through  corp<jration  excise  taxes  are  now 
taxing  the  income  from  Federal  securities  by  measuring  the  excise  by  the  net 
income  of  the  corporation  from  all  sources.  In  at  least  two  of  the  States, 
namelj , California  and  New  York,  their  power  to  do  this  has  been  upheld  by 
the  Su[)ieme  Court  (Pacific  Company  v.  Johnson,  285  U.S.  480;  Educational 
Films  Company  v.  Ward,  282  U.S.  379).  In  the  California  case,  the  Supreme 
Court  nade  the  following  statement  as  to  this  point : 

“ Th(  ■ owner  may  enjoy  his  exempt  property  free  of  tax,  but  if  he  asks  and 
receive?  from  the  State  the  benefit  of  the  taxable  privilege  as  the  implement  of 
that  et  joyment,  he  must  bear  the  burden  of  the  tax  which  the  State  exacts  as 
its  pri(  e.” 

So  far  as  individuals  are  concerned,  there  is  a possibility  that  the  income 
receive  I by  them  from  tax-exempt  securities  may  also  be  reached  through  an 
excise.  To  do  this,  we  must  first  find  a taxable  privilege  upon  which  to  base 
the  exi  ise.  It  seems  clear  that  all  trades,  avocations  and  employments  by 
which  ndividuals  acquire  a livelihood  may  be  made  the  subject  of  an  excise 
or  privilege  tax.  (See  the  Stone  Tracy  and  Pollock  cases,  cited  above.)  Ac- 
cordingly, if  Congress  levied  an  excise  on  individuals  engaged  in  any  business, 
occupai  ion,  trade,  avocation,  or  employment,  it  seems  entirely  possible  that  such 
tax  cm  Id  be  measured  by  the  net  income  of  the  Individual  from  all  sources, 
includi  ig  the  income  from  tax-exempt  securities.  As  stated  by  the  Supreme 
Court  i a the  Stone  Tracy  Co.  case,  “ there  is  no  rule  which  permits  a court  to 
say  tha  t the  measure  of  a tax  for  the  privilege  of  doing  business,  where  income 
from  p:  operty  is  the  basis,  must  be  limited  to  that  derived  from  property  used 
in  the  msiness.”  It  is  up  to  Congress  to  determine  the  measure  of  the  excise 
and  it  seems  entirely  possible  that  the  measure  of  such  excise  could  be  the 
net  income  of  the  individual  from  all  sources,  including  tax-exempt  securities. 
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Under  this  proposed  scheme,  there  would  be  three  taxes  levied  by  the  Con- 
gress: (1)  An  excise  tax  upon  the  carrying  on  or  doing  business  by  corpora- 
tions, measured  by  the  net  income  from  all  sources:  (2)  an  excise  tax  upon 
individuals  engaged  in  any  trade,  occupation,  avocation,  or  employment,  meas- 
ured by  the  net  income  from  all  sources;  and  (3)  a net  income  tax  imposed 
upon  all  individuals  and  corporations  not  subject  to  the  excise  tax. 

By  this  scheme,  most  of  the  income  from  tax-exempt  securities  could  be 
reached.  Those  persons  that  would  escape  would  be  only  those  who  do  not 
engage  in  any  trade,  avocation,  or  employment,  but  merely  hold  securities. 
This  scheme  \\  ould  also  not  extend  to  State  employees  engaged  in  governmental 
functions  of  the  State,  for  such  occupations  being  governmentai  in  character 
could  not  be  reached  even  through  an  excise. 

Colin  F.  Stam,  Counsel. 

Exhibit  B 

Income  tax  on  individuals — Present  and  proposed  taxes 

married  person  with  income  from  salary,  business,  or  wholly 

taxable  interest 


Income 


f'K”*  Proposed 


$3,000 

$3,500 

$4,000 

$4,500 

$6,000 

$6,000 

$7,000 

$8,000. 


$16,000 

$18,000 

$20,000 


$30,000.. 

$35,000.. 

$40,000.. 

$46,000.. 

$50,000.. 

$55,000.. 

$60,000.. 

$65,000.. 

$70,000.. 

$75,000.. 

$80,000... 

$85,000... 

$90,000... 

$95,000... 

$100,000.. 

$125,000.. 

$150,000.. 

$175,000.. 

$200,000.. 

$250,000.. 

$300,000.. 

$400,000.. 

$600,000.. 

$600,000-. 

$700,000.. 

$800,000.. 

$900,000.. 

$1,000,000 

$2,000,000. 


$0 

0 

0 

0 

20 

40 

60 

80 

100 

140 

210 

300 

390 

480 

680 

900 

1.140 
1,400 
1,680 
2, 000 
2, 340 
2, 700 
3, 080 
3, 480 
4,590 
5, 800 

7. 140 
8,600 

10, 190 
11, 900 
13, 740 
15, 700 
17. 790 
20, 000 
22. 340 
24,800 
27, 390 

30. 100 

44. 100 

68. 100 
72, 350 
86, 600 

116, 600 

144. 600 

203. 600 

263.600 

324. 600 

385. 600 

447. 100 

509. 100 

671. 100 

201. 100 
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Income  lar  mi  imlivUnals— Present  and  proposed  (oites— Continued 
SINCil.K  1-ERS«N  WITH  INCOME  FR™  SALARY^ TOSINESS.  OR  WHOLLY  FROM 


$1,000 
$1,500 
$2,000 
$2,500 
$3,000 
$3,500 
$4,000 
$4,500 
$5,000 
$6,000 
$7,000 
$8,000 
$0,000 
$10,000 
$12,000 
$14,000 
$16,000 
$18,000 
$20,000 
$22,000 
$24,000 
$26,000 
$28,000 
$.30,000 
$35,000 
$40,000 
$45,000 
$50,000 
$55,000 
$60,000 
$65,000 
$70,000 
$75,000 
$80,000 
$85,000 
$90,000 
$95,000 
$100,000, 
$125,000, 
$150,000, 
$175,000. 
$200,000. 
$250,000. 
$300,000- 
$400,000. 
$500,000. 
$600,000. 
$700,000. 
$800,000- 
$900,000. 
$1,000, 00< 
$2,000,001 


carried  persons  with  all  income^from^dividends  or  partially  tax. 


$1,000 
$1,500 
$2,000 
$2,500 
$3,000.. 
$3,500.. 
$4,000.. 
$4,500.. 
$5,000-- 
$6,000— 
$7,000- 
$8,000.. 
$9,000-- 
$10,000- 
$12,000. 
$14,000- 
$16,000- 
$18,000. 
$20,000. 
$22,000. 
$24,000. 
,$26,000. 
$28,000. 
$30,000. 
$35,000- 


$0 

0 

0 

0 

0 

0 

0 

0 

0 


$0 

0 

0 

0 

0 

0 

0 

0 

0 


0 

10 

U 

20 

$10 

20 

60 

40 

30 

105 

76 

40 

155 

110 

80 

270 

190 

140 

420 

280 

220 

580 

365 

320 

770 

450 

440 

970 

630 

600 

1,200 

600 

780 

1,440 

660 

980 

1,710 

730 

1,200 

1,990 

790 

1,440 

2,300 

860 

2. 150 

3, 150 

1,000 

31 


$40,000 $2,960 

$45,000 3,900 

$50,000 4,960 

$55,000 6, 150 

$60,000. 7,460 

$65,000 8.900 


Income  tax  on  individuals — Present  and  proposed  taxes — Continued 

MARRIED  PERSONS  WITH  ALL  INCOME  FROM  DIVIDENDS  OR  PARTIALLY  TAX- 

EXEMPT  BONDS— Continued 


Increase 


$1, 160 
1,355 
1,550 
1, 735 
1,920 
2, 095 
2, 285 
2,480 
2. 675 
2. 885 
3, 075 
3,260 
3,  450 

4.400 

5. 400 

6. 375 

7. 375 
9,  350 

11,350 
15. 325 
19, 300 
23,  275 
27, 275 

31.250 

35.250 

39.250 
79,  225 


Present 

law 

Proposed  i Reduc-  ' 

i 

$2,960 

$4,120  

3,900 

5,255  

4, 960 

6,510  

6,150 

7,885  

7,  460 

9,380  

8,900 

10,995  1 

10, 460 

12,745  ' 

12, 150 

14. 630  1 

13, 960 

16,635  ' 

15,900 

18,785  ’ 

17, 960 

21,035  _...i 

20, 150 

23,410  1 

22, 460 

25,910  

34, 460 

38,860  ! 

46,460 

51, 860  1 

58, 710 

65,085  1 

70, 960 

78,335  

95, 960 

105,310  

120, 960 

132,310  

171, 960 

187,285  

223, 960 

243,260  

276, 960 

300,235  

329,960 

357,235  . 

383,  460 

414,710  

437, 460 

472,710  

491, 460 

530,710  

1. 041,460 

1,201,685  

EXEMPT  BONDS 


$1,000 

$1,500 

$2,000 

$2,500 

$3,000 

$3,500 

$4,000 

$4,500 

$5,000 

$6,000 

$7,000 

$8,000 


$50,000... 

$55,000... 

$60,000... 

$65,000... 

$70,000... 

$75,000... 

$80,000... 

$85,000... 

$90,000... 

$95,000... 

$100,000.. 

$125,000.. 

$150,000.. 

$175,000.. 

$200,000.. 

$250,000.. 

$300,000.. 

$400,000.. 

$500,000.. 

$600,000.. 

$700,000.. 

$800,000.. 

$900,000.. 

$1,000,000. 

$2,000,000. 


$0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

10 

20 

30 

40 

80 

140 

220 

320 

440 

600 

780 

980 

1,200 

1,440 

2. 150 

2. 960 

3. 900 

4. 960 

6. 150 
7,  460 

8.900 

10. 460 

12.150 

13.960 
15,900 

17. 960 

20. 150 
22,  460 

34. 460 

46. 460 
58,710 

70. 960 

95. 960 

120. 960 

171. 960 

223.960 

276. 960 

329. 960 

383. 460 

437. 460 

491. 460 
1,041, 460 


$0 
0 
0 
0 
0 
0 
0 
0 
0 
40 
80 
130 
180 
240 
380 
540 
720 
920 
1,140 
1,380 
1,640 
1,920 
2.  220 
2, 540 
3, 420 
4, 450 
5,600 
6, 900 
8, 320 
9,  860 
11,  520 
13, 300 
15,200 
17,  250 
19, 460 
21, 710 
24, 160 
26, 660 
39,640 
52,  640 
65,880 
79, 130 

106, 120 

133, 120 

188, 110 

244, 100 

301.090 

358.090 

415.580 

473.580 

531. 580 
1, 121, 570 


$40 

70 

no 

150 
200 
300 
400 
500 
600 
700 
780 
860 
940 
1,020 
1. 140 
1,  270 
1, 490 
1,700 
1, 940 

2.170 
2,400 
2. 620 
2,840 
3, 050 
3,290 
3,560 
3,  750 
4, 010 
4,200 

5. 180 

6. 180 

7. 170 

8. 170 
10, 160 
12, 160 
16, 150 
20, 140 

24. 130 

28. 130 

32. 120 

36. 120 

40. 120 
80.110 
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Exhibit  C 

Memorandum  on  Capital  Gains  and  Losses 

The  M isdom  of  including  in  taxable  income  gains  from  the  sale  of  real  estate, 
stocks,  1 onds,  and  other  assets  of  a capital  nature  has  long  been  a subject  of 
controve  rsy.  A like  question  arises  as  to  tlie  wisdom  of  permitting  losses  from 
such  sal ‘s  to  be  deducted  from  income. 

Speak  ng  generally,  we  have  always  taken  account  of  gains  and  losses  from 
capital  transactions  in  the  computation  of  net  income,  while  Great  Britain  has 
pursued  the  opposite  policy  and  disregarded  such  gains  and  losses  in  determin- 
ing liet  income. 

Two  ] eports  have  been  made  by  the  staff  of  the  joint  committee  on  this 
subject.  A summary  of  the  first  report  will  be  found  on  pages  40  to  48  of  the 
Report  (f  the  Joint  Committee  on  Internal  Revenue  Taxation,  dated  November 
15,  1027.  The  second  report  is  entitled  “ Supplemental  Report  on  Capital  Gains 
and  Losses”,  and  was  published  under  date  of  June  9,  1929.  The  data  con- 
tained i:i  these  reports  cannot  be  repeated  here  for  lack  of  space,  but  will  be 
relied  on  to  a considerable  extent  in  advancing  certain  suggestions  in  connec- 
tion wit  i the  matter. 

The  g:  eat  advantage  of  the  English  system  lies  in  the  stability  which  it  gives 
to  the  ii  come-tax  revenue.  The  stability  of  their  revenues  and  the  instability 
of  our  ovn  can  be  readily  seen  from  the  following  comparison  of  Federal  and 
British  : ncome-tax  receipts ; 


I 


Fisca  year 

United  States 
(millions  of 
dollars) 

Great  Britain 
(millions  of 
dollars*) 

1923_ 

1,691 

1,936 

1924 

2, 842 

1,  724 

1925 

1.761 

1,746 

1926 

1,974 

1.652 

1927 

2.  220 

1,  482 

1928.. 

2,175 

1,521 

1929... 

2, 331 

1,436 

1930 

2,410 

1,443 

Fiscal  year 

United  States 
(millions  of 
dollars) 

Great  Britain 
(millions  of 
dollars  *) 

1931 -1 

1,860 

1,583 

1932 

1,057 

1,782 

1933 

747 

1,528 

Total,  11  years.. 
Average  annual  rev- 

21,068 

17,  833 

enue - 

1,915 

1,621 

1 

> Conver  ed  to  dollars  at  the  rate  of  $4.86  per  pound  sterling. 


While  the  above  figures  show  on  their  face  the  instability  of  our  income-tax 
revenues  and  the  stability  of  the  British  revenues  from  the  same  source,  it 
may  be  nteresting  to  analyze  the  results  in  terms  of  percentages,  as  follows; 

(1)  Ihe  minimum  Bi’itish  income-tax  revenue  in  the  last  11  years  was 
collected  in  1929,  when  it  amounted  to  $1,436,000,000:  the  maximum  revenue 
was  colli  cted  in  1923,  when  it  amounted  to  $1,936,000,000.  Thus,  the  maximum 
annual  'evenue  from  income  tax  was  only  35  percent  above  the  minimum 
revenue. 

(2)  The  minimum  Federal  income-tax  revenue  in  the  last  11  years  was 
collected  in  1933,  when  it  amounted  to  $747,000,000;  the  maximum  revenue 
was  colli  cted  in  1924,  when  it  amounted  to  $2,842,00O,0CK3.  Thus,  the  maximum 
annual  revenue  from  income  tax  was  280  percent  above  the  minimum  revenue. 

(3)  Tae  average  annual  British  revenue  from  income  tax  in  the  11-year 
period  1923  to  1933,  inclusive,  was  $1,621,000,000.  The  maxiinum  annual  reve- 
nue during  this  period  was  19  percent  above  this  average,  and  the  minimum 
11  percent  below  it. 

(4)  Tae  average  annual  Federal  revenue  from  income  tax  in  the  11-year 
period  1923  to  1933.  inclusive,  was  $1,915,000,000.  The  maximum  annual 
revenue  luring  this  period  was  48  percent  above  this  average,  and  the  minimum 
was  61  I ercent  below  it. 

While  this  stability  of  the  English  revenue  is  not  entirely  due  to  their 
treatmei  t of  capital  gains  and  losses,  it  is  a very  important  factor  in  producing 
this  con<  ition.  It  is  easy  to  show  that  much  of  the  instability  of  the  Federal 
income-t  ix  revenue  is  due  to  our  system  of  taxing  these  gains  and  losses.  For 
instance,  let  us  analyze  the  individual  income-tax  returns  for  the  calendar  year 
1928,  a I rosperous  year ; and  for  1931,  a year  of  depression : 
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Individual  returns,  1928 


Revenue : 

Capital  gains  (from  sale  of  assets  held  over 

2 years) $1,  879,  780,  038 

Tax $234,  972,  505- 

Other  gains  (from  sale  of  assets  held  2 years 

or  less) 2,928,141,616 

Estimated  tax 322, 000,  000 

Total  revenue 556.  972,  505 

Reduction  in  revenue: 

Capital  losses  (from  sale  of  assets  held  over 

2 years) 41,011,320 

Tax  reduction 5, 126,  415 

Other  losses  (from  sale  of  assets  held  2 


5, 126,  415 


years  or  less) 

Estimated  tax  reduction. 


171,  743, 165 


Total  reduction  in  revenue. 


17, 100,  000 
22,  226.  415 


Net  gain  in  revenue  (revenues  less  reduction  in 

revenue) 534, 746,  090 

Total  revenue,  1928  individual  returns 1, 164,  254.  037 

Percent  of  total  revenue  from  gains  tax 46 

Individual  returns,  1931 

Revenue : 

Capital  gains  (from  sale  of  assets  held  over 

2 years) $166,131,451 

Tax $20,  766,  431 

Other  gains  (from  sale  of  assets  held  2 years 

or  less) 283,276,380 

Estimated  tax 31.  200.  000 


Total  revenue. 


31,  200,  000 
51.  96tl.  431 


Reduction  in  revenue: 

Capital  losses  (from  sale  of  assets  held  over 

2 years) 190,607,424 

Tax  reduction 

Other  losses  (from  sale  of  assets  held  2 years 

or  less) 1,  043,  625,  622 

Estimated  tax  reduction 


23,  825,  928 


114. 400, 000 


Total  reduction  in  revenue 138,  225,  928 


Net  loss  in  revenue  (reduction  in  revenue  less 

revenue) 86.  259,  928 

Total  revenue  1931  individual  returns 241,  282,  875 

Percent  reduction  in  revenue  by  treatment  of  gains  and  losses 26 

From  the  above  it  can  be  seen  that  our  revenue  in  a good  year  may  be  in- 
creased 46  percent  and  in  a bad  year  decrease  26  percent  by  our  system  of 
taxing  gains  and  crediting  losses  from  the  sale  of  capital  assets  in  the  case 
of  individuals  alone. 

In  the  case  of  corporations  a similar  condition  exists  which  also  tends  to 
instability.  The  figures  for  the  gains  and  losses  which  are  available  in  the 
case  of  corporations  are  as  follows: 
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Gains  from 
sales  of  capital 
assets 

Losses  from 
sales  of  capital 
assets 

$1,315, 394,  560 
645,816,417 

0) 

$935. 749,  S79 

1 Not  avai  able. 


To  complete  the  statistical  picture  of  gains  and  losses  realized  from  the  sale 
of  assets  by  individuals,  such  gains  and  losses  will  b(;  shown  for  the  period 
1917  to  1)31,  inclusive,  in  the  following  table: 


Year 

Profits 

Losses 

$318, 170,  617 
291, 185, 704 
999, 364,  287 
1, 020,  542, 719 
462, 858, 673 
991,351,580 
1, 172, 154, 628 

$110,  720,  384 
571, 468, 120 
1,175, 140,997 

1, 680, 304, 149 
1,  832, 641, 653 
1,251,989,891 
1,619, 082, 743 

Subtc  tal— Hieh  tax  years 

5, 255, 628, 208 

8, 241,347. 937 

100A  

1, 513,714, 092 
2,932, 228, 840 
2, 378,542, 908 
2,894,  582, 036 
4, 807,921,654 
4, 684, 560, 175 

896,906, 462 
655, 078, 024 
212, 789, 639 
276. 100, 309 
212, 754, 485 
1,038,971,413 

A 0 <D  <;i 

1 1 
1 1 
1 1 
1 t 
1 1 

1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 i 
1 1 
1 1 
1 1 
1 1 
1 t 
1 1 
1 1 
t 1 
1 < 

1 1 
1 1 
» « 

1 1 

t • 

1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 • 
t 1 

1 1 

i t 

1 1 
« 1 

• 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 1 
1 ( 

1 1 
1 1 
1 I 
1 1 

• 1 
( 1 
1 1 
1 1 
1 1 
1 1 
1 1 

Subt(  tal— Prosperous  years - 

19, 211,  549, 705 

3, 292, 600, 332 

1. 193, 130, 398 
449, 407, 831 

1.313, 671,526 
1,  234, 233,  (M6 

Subt(  tal— Depression  years - 

1, 642,  538, 229 

2,547,904,572 

26, 109, 716, 142 

14,081,852, 841 

In  vie  V of  the  above  figures,  the  following  observations  may  be  made : 

First.  During  the  high-tax  period.  1917  to  1923  inclusive,  losses  exceeded 

gains  by  approximately  3 billion  dollars.  , 

Second.  During  the  prosperous  and  low -tax  years,  1924  to  1929  inclusive, 

gains  exceeded  losses  by  approximately  16  billion  dollars. 

Third.  During  the  depression  years,  1930  and  1931,  losses  exceeded  gams 


bv  appr  iximately  1 billion  dollars.  4. 

* It  'See  ms  perfectly  fair  to  conclude,  therefore,  that  our  system  of  treating 
gains  ai.d  losses  for  tax  purposes  results  in  an  unstable  revenue;  it  greatly 
reduces  our  revenue  in  war  years  and  years  of  depression,  and  greatly  in- 
creases )ur  revenue  in  prosperous  years.  This  result  isi  unfortunate,  for  our 
revenue  is  reduced  during  those  periods  when  we  are  most  in  need  of  revenue 

and  inci  eased  when  additional  revenue  is  not  required.  , , i , 

It  is  rue  that  in  the  Revenue  Act  of  1932  and  in  the  National  Industrial 
Recover/  Act  certain  changes  were  made  in  our  law  for  the  puiyose  of  re- 
ducing Ihe  effect  of  losses  on  ordinary  income  subject  to  tax.  Lnfortunatelj . 
no  data  are  vet  available  as  to  the  effect  of  these  measures.  . * c 

The  l istory  of  our  taxation  of  gains  and  lo.sses  from  the  sate  ot  assets  ot 
a capital  nature  (not  including  stock  in  trade)  is,  briefly,  as  follows; 

Undei  the  Revenue  Act  of  1913,  all  gains  from  the  sale  of  such  assets  were 
subject  to  income  tax.  Losses  from  such  sales  were  not  allowed. 

Undei  the  Revenue  Acts  of  1916  and  1917,  gains  from  such  sales  wm-e  subject 
to  incoii  le  tax.  Losses  from  such  sales  were  allowed  only  to  the  extent  of  the 

gains  ai  ising  from  such  sales.  i,-  i.  j ^ 

Undei  the  Revenue  Act  of  1918,  gains  from  such  sales  were  subject  to  income 

tax  and  losses  were  allowed  in  full  against  income  of  any  kind. 

Unde  - the  Revenue  Act  of  1921  (as  applicable  to  1922  and  W23),  a new 
treatmeat  of  these  gains  was  devised.  Gains  from  the  sales  of  real  estate, 
stocks,  Donds,  etc.  were  divided  into  two  groups,  the  first  consisting  of  those 


i 
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where  the  asset  had  been  held  for  more  than  2 years,  and  the  second  where  the 
asset  had  been  held  for  2 years  or  less.  The  first  group  was  called  cap  tal 
assets  ” and  the  gains  arising  therefrom  “ capital  gams.  It  was  provided  that 
the  taxpayer  would  not  be  required  to  pay  on  these  capital  gains  a tax  or 
more  than  12^2  percent.  This  was  a considerable  relief  from  taxation,  for  in 
these  years  the  surtax  rates  reached  50  percent.  In  the  case  of  the  second 
group,  gains  and  losses  arising  in  transactions  of  2 years  or  less,  the  treatment 
was  as  in  the  1918  act,  that  is,  gains  were  taxed  in  full  and 
full.  A “ capital  net  loss  ” was  also  allowed  in  full  in  spite  of  the  fact  that  a 
capital  net  gain  was  not  taxed  at  a rate  of  more  than  12V^  percent.  , 4.1  ^ 

Under  the  Revenue  Acts  of  1924,  1926,  and  1928,  the  system  remain^  the 
same,  except  that  the  inconsistency  in  regard  to  the  treatment  of  capital  net 
losses  ” was  cured.  These  acts  provide  that  in  the  case  of  such  losses  ( arising 
in  transactions  covering  more  than  two  years)  the  reduction  in  tax  must  not 
exceed  12%  percent  of  the  amount  of  the  capital  net  loss. 

The  Revenue  Act  of  1932  was  enacted  during  a period  of  depression  when  the 
need  for  revenue  was  acute.  It  was  known  that  the  revenue  from  the  lucrune 
tax  had  greatlv  declined  and  a part  of  this  decline  was  correctly  ascribed  t 
the  wiping  ouf  of  ordinary  income  by  the  deduction  therefrom  of  both  classes 
of  losses  previously  described.  The  Congress  therefore  provided  that  the  los^s 
from  sales  of  stocks  and  bonds  held  two  years  or  less  could  only  be  taken  to  the 
extent  of  the  gains  from  similar  sales.  This  prevented  the  reduction  of  ordi- 
nary net  income  from  other  sources  by  these  losses.  However,  it  was  provided 
that  losses  disallowed  in  one  year  (to  an  amount  not  in  excess  of  the  net 
income)  could  be  carried  over  and  applied  against  short-term  gains  in  the 
subsequent  year.  As  far  as  “ capital  gains  and  losses  ” were  coucerned,  these 
were  treated  in  the  1932  act  exactly  as  in  the  preceding  acts  of  1924,  1926,  and 

1928. 

The  National  Industrial  Recovery  Act  merely  took  away  the  right  of  carrying 
over  disallowed  short-term  losses  to  the  subsequent  year. 

A careful  study  of  the  effect  of  the  Revenue  Acts  of  1913  to  1928,  inclusive, 
has  been  made.  The  data  are  not  yet  available  for  an  accurate  study  of  the 
effect  of  the  Revenue  Act  of  1932.  From  a study  of  the  acts  prior  to  1932,  the 
conclusion  has  been  definitely  arrived  at  that  normal  business  transactions 
in  resiiect  to  the  sales  of  real  estate,  stocks,  bonds,  etc.,  will  not  occur  under 
high  surtaxes  and  that  it  is  to  the  advantage  of  the  Government  from  a revenue 
standpoint  to  give  some  relief  on  long-term  gains.  It  has  not  been  pi  oven,  of 

course,  that  our  present  system  is  the  best  obtainable. 

The  main  questions  are  now  confronted.  Should  we  retain  our  present 
system?  Should  we  modify  it?  Should  we  adopt  the  English  system? 

First,  what  are  the  defects  of  our  present  system?  These  defects  seem  to  be 

as  follows : . , 

(1)  It  produces  an  unstable  revenue — large  receipts  m prosperous  years,  low 

receipts  in  war  and  depression  years. 

(2)  In  many  instances,  our  tax  reaches  the  mere  increase  in  monetary  value 
resulting  from*  the  depreciation  of  the  dollar  instead  of  reaching  a real  increase 

in  value.  , „ . , , 4.  ^ n 

(3)  Taxpayers  take  their  losses  within  the  2-year  period  and  get  full 

benefit  therefrom,  and  delay  taking  gains  until  the  2-year  period  has  expire<l 

thereby  reducing  their  taxes.  . ^ . 

(4)  The  relief  afforded  in  the  case  of  long-term  gains  (capital  gains)  is 
inequitable.  It  onlv  gives  relief  to  taxpayers  with  net  income  of  over  ?16,000. 

(5)  Our  system  is  unfair  in  that  it  taxes  short-term  gains  in  full  but  does  not 

allow  short-term  losses  except  to  the  extent  of  such  gain. 

(6)  In  some  instances,  normal  business  transactions  are  still  prevented  on 

account  of  the  tax. 

On  the  other  hand,  what  would  be  the  probable  defects  of  the  English  system 
if  applied  in  this  country  under  conditions  as  they  exist  here  and  in  respect  to 
the  other  provisions  of  our  income  tax  law?  These  probable  defects  appears  to 
be  as  follows : 

(1)  A somewhat  less  revenue  over  a long  period  of  years. 

(2)  Opportunity  for  tax  evasion  through  the  conversion  of  income  into  gains 

from  tliG  sfll©  of  ossots 

(3)  Escape  from  taxation  of  mere  speculative  stock  market  gains  which  are 
perhaps  more  able  to  bear  tax  than  almost  any  other  type  of  income. 

(4)  Acouniiilation  of  wealth  would  be  somewhat  easier. 
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(5)  Tte  present  moment  is  not  an  advantageous  time,  for  the  Government,  in 
which  to  make  the  change  to  the  British  system,  if  we  are  at  the  bottom  of 
price  lev(  Is. 

If  we  )alance  these  defects  of  our  own  system  and  the  probable  defects  in 
the  Briti  ih  system  if  applied  in  this  country,  there  appears  to  be  little  choice. 
It  is  true , however,  that  both  of  these  systems  might  be  perfected.  Therefore, 
this  office  is  proposing  for  consideration  a plan  which  takes  a middle  ground 
between  he  two  systems  and,  it  is  hoped,  eliminates  in  part  some  of  the  defects 
of  both.  This  plan  is  as  follows : 

(1)  Prt  all  gains  and  losses  from  the  sale  of  the  property  of  the  taxpayer 
(whethei  or  not  connected  witli  his  trade  or  business,  but  not  including  stock 
in  trade,  or  property  properly  included  in  inventory,  or  held  primarily  for 
sale  to  he  customers  of  the  taxpayer  in  his  trade  or  business),  into  one 
group. 

(2)  C(  mpute  the  “capital  net  gain”,  if  any,  from  this  group  of  transac- 
tions by  computing  the  excess  of  the  sum  of  the  “capital  gains”  over  the  sum 
of  the  capital  losses  ”,  after  multiplying  each  “ capital  gain  ” or  “ capital 
loss  ” by-  — 

10' ) percent  if  the  capital  asset  has  been  held  for  not  more  than  1 year ; 

80  percent  if  the  capital  asset  has  been  held  for  more  than  1 year  but 
not  more  than  2 years; 

60  iK?rcent  if  the  capital  asset  has  been  held  for  more  than  2 years  but 
lot  more  than  3 years; 

40  percent  if  the  capital  asset  lias  been  held  for  more  than  3 years  but 
lot  more  tlian  5 years ; 

20  percent  if  the  capital  asset  has  been  held  for  more  than  5 years. 

13)  Ii  elude  in  gross  income  subject  to  tax  the  “capital  net  gain”,  if  any, 
as  computed  in  (2)  above.  If  there  is  a “capital  net  loss’^  it  is  not  to  be  de- 
ducted f ’001  gross  income. 

How  Ibis  plan  will  minimize  the  defects  of  our  present  system  may  be 
indicatef  as  follows: 

(1)  The  first  defect  in  our  present  system,  already  noted,  was  instability  of 
revenue.  The  proposed  plan  will  give  somewhat  less  receipts  in  prosperous 
years,  but  substantially  greater  receipts  in  depression  years.  Thus,  greater 
stability  will  be  obtained. 

(2)  Tlie  second  defect  was  the  tax  on  the  mere  increase  in  monetary  value 
resulting  from  tlie  depreciation  of  the  dollar.  This  defect  while  not  removed 
will  he  minimized  by  the  lower  tax. 

(3)  Tie  third  defect  was  the  opportunity  afforded  by  our  present  system 
for  taxpiyers  to  realize  their  losses  within  the  2-year  period  and  their  gains 
outside  he  2-year  limit.  This  will  be  largely  eliminated  by  the  graduated 

scale  ext  ending  over  a longer  period  of  years. 

(4)  Tbe  present  system  is  defective  in  that  it  is  inequitable,  giving  no 
relief  to  the  small  taxpayers  and  very  large  relief  to  the  wealthy  taxpayers. 
This  delect  is  completely  cured  in  the  proposed  system,  all  taxpayers  being 
given  equal  treatment. 

(5)  Tie  proposed  system  is  somewhat  more  fair  than  the  present  system. 
All  shor;  or  long  term  losses  can  be  charged  off  against  short  or  long  term 
gains,  id  present  a short  term  loss  can  not  be  charged  off  against  a long 

term  gaia.  ^ 

(6)  ISormal  business  transactions  should  be  somewhat  encouraged  rather 

than  discouraged  by  the  proposed  plan.  ^ ^ 

The  di  Tects  that  would  probably  be  found  in  the  British  system  if  applied  to 
our  cour  tiy  seem  also  to  be  largely  avoided  by  the  proposed  plan,  as  follows : 

(1)  Tie  revenue  would  be  greater  in  good  years  and  not  less  in  bad  years 
under  oi  r proposed  plan  than  it  would  be  under  the  British  system. 

(2)  Opportunity  for  tax  evasion  feared  under  the  British  plan  is  reduced 

to  a mirimum.  . ^ ^ 

(3)  Mere  speculative  profits  (less  than  1 year  transactions)  would  be  sub- 
jected t(  tax  in  full. 

(4)  A -cumulation  of  wealth  would  be  retarded  more  under  the  proposed  plan 
than  under  the  British  plan. 

(5)  Tie  present  year  is  not  an  unfavorable  time  in  which  to  put  the  proposed 
svsteni  i i effect,  as  many  losses  have  not  yet  been  realized. 

' In  cor  elusion,  then,  what  are  the  main  advantages  that  can  be  secured  from 
the  metiod  proposed?  It  would  seem,  first,  that  gr(^ater  stability  would  be 
secured;  second,  that  all  taxpayers  would  be  treated  alike;  third,  that  normal 
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business  transactions  would  not  be  discouraged;  and,  fourth,  that  no  substan- 
tial loss  in  revenue  even  over  a long  period  of  years  would  be  incurred. 
Finally,  the  proposed  method  is  based  on  the  foilowing  principle: 

“ The  tax  on  the  capital  gain  should  approximate  the  tax  which  would  have 
been  paid  if  the  gain  had  been  realized  in  equal  annual  amounts  over  the  period 
for  which  the  asset  was  held.” 

In  view  of  our  graduated  rate  structure,  it  is  believed  this  principle  is  sound. 
To  tax  in  1 year  at  high  surtax  i*ates  the  entire  capital  gain  which  has  accrued 
over  a long  period  of  years  seems  obviously  unfair. 

The  method  here  proposed  is  designed  especially  for  individuals.  However, 
it  is  recommended  that  consideration  be  given  to  applying  the  same  method  to 
corporations  in  case  tax-free  reorganizations  are  eliminated.  Such  a plan 
would  permit  corporate  reorganizations  with  the  payment  of  a tax  considerably 
reduced  below  the  standard  rate.  A moderate  tax  now  is,  perhaps,  better  than 
a higher  tax  “ x ” j^ears  from  now. 

Respectfully  submitted. 

L.  H.  Parker, 

Chief  of  Staff. 

Exhibit  D 

Memorandum  on  Exchanges  and  Reorganizations 

Under  the  Revenue  Acts  of  1913,  1916,  and  1917,  Congress  taxed  all  gains 
from  transactions  involving  exchanges  or  reorganizations  in  the  year  in 
which  such  gains  were  realized.  The  Supreme  Court  in  a number  of  cases  aris- 
ing under  those  acts  held  that  gain  was  realized  in  fact  in  the  year  in  which  the 
exchange  or  reorganization  took  place.  This  was  true,  although  the  taxpayer 
did  not  receive  actual  cash  but  stock  or  securities,  which  the  court  regarded 
as  the  equivalent  of  cash.  However,  serious  opposition  to  taxing  gains  of 
this  character  developed.  It  w'as  claimed  that  such  gains  were  mere  “ paper 
profits  ”,  i.e.,  the  taxpayer  had  realized  nothing  tangible  and  to  tax  them 
seriously  interefered  with  normal  business  adjustments. 

The  Revenue  Act  of  1918  continued  the  policy  adopted  in  the  prior  income 
tax  laws  of  taxing  gains  when  realized,  with  the  one  exception  of  an  exchange 
of  stock  for  stock  (in  connection  with  the  reorganization,  merger,  or  consoli- 
dation of  a corporation)  when  the  stock  or  securities  received  had  no  greater 
aggregate  par  or  face  value  than  the  stock  exchanged.  The  history  of  the  act 
discloses  that  the  House  defeated  a Senate  amendment  designed  to  extend 
this  priviiege  to  other  types  of  transactions. 

The  first  serious  change  in  this  policy  occurred  in  the  Revenue  Act  of  1921. 
That  act  exempted  from  immediate  tax  exchanges  of  investment  and  business 
property  for  property  of  like  kind  and  exchanges  of  stock  or  securities  in  con- 
nection with  corporate  reorganizations.  It  was  soon  found  that  these  provisions 
left  the  door  wide  open  for  various  devices  to  avoid  tax.  Most  imi>ortant  of 
tliese  devices  was  one  whereby  property  could  be  transferred  to  a corporation 
and  its  cost  to  the  corporation  determined  by  the  fair  market  value  of  the 
property  at  the  time  of  the  transfer.  The  coriwration  would  then  use  such  en- 
hanced value  in  computing  its  gain  from  a subsequent  sale.  Moreover,  the 
exchange  provisions  permitted  a tax-free  exchange  of  stock  or  securities  not 
connected  with  a reorganization.  Many  brokers,  investment  houses,  and  bond 
houses  established  exchange  departments  and  advertised  to  their  customers 
that  they  could  exchange  securities  in  such  a manner  as  to  result  in  no  taxable 
gain.  The  situation  became  so  serious  that  Congress  in  1923  was  forced  to 
pass  a special  act  removing  the  exemption  in  the  case  of  stock  or  securities 
exchanged  otherwise  than  through  a corporate  reorganization. 

The  Revenue  Act  of  1924  is  the  nucleus  about  which  the  present  provisions 
were  built.  While  the  later  acts  have  made  certain  changes  in  these  provisions, 
such  changes  were  designed  to  plug  up  some  of  the  more  obvious  loopholes  with- 
out attempting  to  make  any  change  in  principle.  All  of  the  reorganizations 
which  the  Supreme  Court  held  to  result  in  taxable  income  under  the  Revenue 
Act  of  1917  and  prior  acts  are  now  made  tax  free  under  the  present  law. 

The  exchange  and  reorganization  provisions  of  the  present  law  will  now  be 
briefiy  discussed.  Under  section  112  of  the  Revenue  Act  of  1932,  gain  or  loss  is 
recognized  upon  the  sale  or  exchange  of  property  with  certain  specified  excep- 
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tions.  Tl  ese  exceptions  provide  that  no  gain  or  loss  shall  be  realized  in  the 
following  'ases : 

(1)  If  nvestment  propertj"  or  property  nsed  in  a trade  or  business  is  ex- 
changed f »r  property  of  a like  kind.  This  rule  does  not  apply  to  stock  in  trade, 
property  1 eld  primarily  for  sale,  or  stocks  or  bonds. 

(2)  if  ' Omnion  stock  in  a corp<jration  is  exchanged  solely  for  common  stock 
in  the  same  corporation; 

(3)  If  preferred  stock  in  a corporation  is  exchanged  solely  for  preferred 
stock  in  t le  same  corporation ; 

(4)  If  dock  or  securities  are  exchanged  solely  for  other  stock  or  securities 
in  a corp(  rate  reorganization  ; 

(5)  If  property  is  exchanged  by  a corporation  for  stock  or  securities  in 
another  c ti*poration  pursuant  to  a corporate  reorganization; 

(Gj  If  iroperty  is  transferred  to  a corporation  by  one  or  more  persons  and 
immediate  ly  after  the  transfer  such  perstm  or  persons  are  in  control  of  the 
corporati(  n. 

Furtheimore,  if  stock  or  securities  are  distributed  to  a shareholder  upon 
reorganize  tion  of  a corporation  without  surrender  of  his  stock  or  securities, 
no  gain  is  recognized  to  the  shareholder  from  such  receipt.  Moreover,  if  in  any 
of  the  atove  transactions  the  taxpayer  receives  money  or  other  property  in 
addition  t P the  property  specified  and  there  is  in  fact  a gain  from  the  exchange 
or  reorga  lization,  such  gain  is  recognized  at  that  time  to  the  extent  of  the 
other  pre  perty  or  money  received.  However,  this  last  rule  does  not  apply 
to  a corp)ration  if  the  corporation  distributes  such  money  or  other  property 
to  its  sto<  kholders. 

In  sup]  tort  of  tlie  theory  that  the  above  provisions  do  not  result  iu  tax 
exemptioi  but  merely  in  tax  postponement,  the  law  contains  other  provisions 
designed  :o  prevent  the  taxpayer  from  stepping  up  his  original  cost  when  he 
sells  the  property  received  in  exchange  for  the  old  property.  The  general 
theory  is  that  the  property  received  in  exchange  takes  the  place  of  the  old 
property.  In  the  case  of  property  transferred  to  a corporation,  the  law  also 
requires  he  corporation  to  use  as  its  basis  the  cost  of  the  property  to  the 
transfero: , if  after  the  transfer  such  transferor  controls  a majority  interest 
in  the  coi  poration. 

The  ur  derlying  principle  behind  all  of  the  exchange  and  reorganization 
provision!  of  the  present  law  is  that  they  do  not  result  in  tax  exemption,  but 
that  the  rax  is  postponed  until  a gain  is  realized  from  a pure  sale  or  what 
amounts  o a pure  sale.  Tlie  reasons  assigned  for  such  a policy  are — 

( 1 ) Th  It  such  provisions  prevent  much  of  the  uncertainty  and  litigation 
which  wa  s involved  in  the  prior  income-tax  laws ; 

(2)  Normal  business  adjustments  will  not  be  interfered  with  if  so-called 

“ paper  p ’ofits  ” are  exempted ; 

(8)  The  revenues  of  the  Government  will  be  increased  by  preventing  tax- 
payers fr  )m  taking  colorable  losses. 

The  Bureau  has  now  had  an  experience  of  more  than  a decade  in  the 
administi  ation  of  these  provisions.  This  experience  shows  that  the  abuses 
under  th(  present  policy  far  outweigh  the  advantages.  In  the  first  place,  the 
provision;!  of  the  present  law  are  very  involved,  difficult  to  understand,  and 
particularly  hard  to  interpret  in  the  light  of  actual  cases  as  they  arise.  The 
interpretJ  tion  placed  upon  these  provisions  by  the  Treasury  has  been  over- 
turned bj  the  courts  in  many  cases,  so  that  at  present  there  is  a great  deal  of 
confusion  and  uncertainty. 

In  the  second  piace,  the  administrative  problems  in  ascertaining  the  value 
of  proper  :y  made  necessary  under  the  prior  acts  have  not  been  greatly  reduced 
by  the  pr  ^visions  of  the  law,  for  where  money  or  other  property  is  received  in 
addition  :o  stock  or  securities,  it  is  necessary  to  vaiue  the  stock  or  securities 
in  order  to  determine  whether  an  actual  gain  has  been  realized.  In  many 
corporate  reorganizations,  while  cash  is  not  involved,  the  acquiring  corporation 
generaliy  assumes  some  of  the  indebtedness  of  the  oid  corporation,  which 
indebtedi  ess  is  regarded  as  the  equivalent  of  cash. 

The  sejond  reason  assigned  for  the  change  in  policy  appears  to  have  been 
based  up  >n  the  complaint  that  taxing  the  gain  when  realized  seriously  inter- 
fered wi  h normal  business  readjustments.  The  very  high  tax  rates  of  the 
1917  and  1918  acts,  it  was  claimed,  imposed  upon  the  taxpayer  the  burden  of 
having  a-  -ailable  substantial  cash  at  a time  when  the  transaction  resulted  in  a 
mere  “ pa  ^er  profit.”  Whiie  this  claim  undoubtedly  has  some  merit,  it  is  believed 
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that  the  present  provisions  have  been  utilized  for  other  purposes  of  an  inde- 
lensihle  character.  Many  reorganizations  have  been  undertaken  for  the  pur- 
pose of  a ve  nding  taxes.  Furthermore,  the  present  provisions  have  encourageel 
the  injection  into  business  structure  of  an  unsavory  stimulus,  such  as  the 
organization  of  iarge  holding  companies  and  the  overcapitalization  of  business. 

The  third  reason  assigned  was  that  these  provisions  would  prevent  the 
taking  of  heavy  losses,  thereby  resulting  in  an  increase  in  the  revenues  of 
the  Government.  While  these  provisions  may  have  rendered  it  more  difficult 
for  taxpayers  to  take  losses,  it  by  no  means  closed  the  door.  The  taxpayer 
upon  “legal  advice”  prior  to  the  arrangement  of  the  terms  of  the  transaction 
may  still  take  substantial  losses  in  most  instances  without  actual  interference 
with  his  original  plan  and  purpose. 

The  statute  provides  that  upon  the  sale  or  exchange  of  property  the  entire 
amount  of  gain  or  loss  shall  be  recognized,  with  certain  exceptions.  The  ex- 
ceptions are  the  exchange  and  reorganization  provisions  already  referred  to. 
If  a taxpayer  desires  to  take  a loss,  it  is  easy  to  arrange  a transaction  falling 
without  the  exceptions.  On  the  other  hand,  if  it  is  desired  to  pay  no  tax 
on  the  gain,  the  transaction  can  be  so  arranged  as  to  come  within  the  excep- 
tions. In  addition,  losses  from  the  sale  or  exchange  of  stoc-ks  and  bonds  are 
limited,  to  a large  extent,  to  the  gains  from  such  sales  or  exchanges,  so  in 
many  cases  a stock  or  bond  loss  even  if  recognized  could  not  be  utilized  by 
the  taxpayer. 

Instead  of  increasing  the  Government  revenues,  these  provisions  appear  to 
result  in  a considerable  loss  of  revenue.  The  theory  of  postponing  tlie  gain 
by  shifting  the  original  cost  basis  of  the  transferor  over  to  the  transferee  or 
by  requiring  the  transferor  to  keep  his  original  cost  basis  for  the  property  he 
receives  in  exchange  does  not  compensate  the  Government  for  exempting  the 
prior  transaction  from  tax.  This  is  due  to  the  fact  that  in  the  year  which 
the  taxpayer  chooses  to  realize  the  gain  he  may  have  heavy  losses,  or  the  tax 
rates  may  be  different.  Death  and  other  elements  may  also  enter  in  to  create 
a new  cost  basis  for  the  property. 

One  of  tlie  main  objections  to  the  reorganization  provisions  is  that  the 
recognition  of  gain  depends  more  upon  the  form  of  the  transaction  than  upon 
the  essential  facts,  undue  importance  being  given  to  “ expert  advice.”  There- 
fore, iu  practice,  the  .sections  sometimes  result  in  double  taxes  and  sometimes 
in  complete  tax  exemption.  In  many  ca.ses  the  shifting  of  the  cost  basis  of 
propeity  over  to  a transferee  corporation  freipiently  causes  the  tax  burden 
to  fall  upon  the  backs  of  new  stockholders,  who  have  paid  full  market  value 
for  their  stock. 

The  following  examples  show  how  the  provisions  of  the  present  law  are 
availed  of  to  avoid  taxes  justly  due  the  Government: 


CASE  NO.  1 


A owns  a jiiece  of  undeveloiied  real  property  which  cost  him  .8100,000,  but 
from  which  he  is  receiving  no  income.  This  property  is  now  worth  $000,000. 
He  exchanges  it  for  improved  business  property  worth  $000,000.  Under  the 
exchange  provisions  of  existing  law,  A realizes  no  gain  from  this  exchange. 
Under  the  Revenue  Act  of  1913  and  prior  acts,  he  would  have  been  taxable 
on  a gain  of  $500,000.  It  is  claimed  that  under  existing  law.  A,  bv  Iteing  re- 
quired to  retain  his  originai  co.st  of  $100,000  for  the  improved  property,  does 
not  escape  tax  on  the  $.500,000  gain  but  that  payment  of  such  tax  is  postponed 
until  such  time  as  A .sells  the  improved  city  property.  However,  this  is  not 
true.  There  are  many  ways  in  which  A,  under  existing  law,  may  escape  the 
payment  of  any  tax  whatever  on  this  gain  or  may  materially  reduce  the 
amount  of  such  tax.  The  following  are  some  of  the  methods  by  which  A may 
secure  complete  or  partial  tax  avoidance  with  respect  to  this  gain: 

(1)  He  may  elect  to  realize  a gain  in  a year  in  which  it  is  convenient  to  take 
substantial  losses  from  other  transactions,  thereby  materiaily  reducing  his 
tax  or  escai)ing  tax  aitogether. 

(2)  If  A had  been  taxed  on  the  gain  at  the  time  of  the  exchange,  he  would 
have  been  subject  to  the  full  surtax  rate  if  the  undeveloped  real  property  was 
acquired  within  2 years  prior  to  the  exchange.  By  the  exchange  provisions, 
he  is  enabled  to  convert  such  ordinary  gain  into  a capital  gain  by  holding  the 
improved  property  for  a period  of  2 years  computed  from  the  time  he  acquired 
the  unimproved  property. 
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A dies  before  he  sells  the  improved  property,  its  cost  basis  is  changed 
$100,000  cost  of  the  original  property  to  the  value  of  such  improved 
at  the  time  of  his  death.  Thus,  if  the  value  of  the  improved  property 
me  of  death  is  worth  $600,000,  and  the  executor  or  heneficiaries  of 
e sold  the  property,  the  Government  would  collect  no  income  tax 
on  the  transaction.  Moreover,  if  the  value  at  the  date  of  death  was 
and  the  executor  or  beneficiaries  sold  the  property  for  $600,000,  there 

a deductible  loss  of  $200,000.  . . 

■om  a practical  standpoint,  the  exchange  and  reorganization  provisions 
:ax  avoidance,  due  to  the  difficulty  of  the  persons  administering  the 
■acing  the  property  through  a series  of  exchanges  and  reorganizations. 

CASE  NO.  2 

s a piece  of  undeveloped  real  property  which  cost  him  $100,0^),  but 
ich  he  is  receiving  no  income.  This  property  is  now  worth  $600,000. 
anges  it  for  improved  business  property  worth  $400,000  and  cash 
ig  to  .$200,000.  The  total  gain  realized  by  A from  this  transaction  is 
Under  the  exchange  provisions  of  the  present  law  he  would  only  be 
ion  an  immediate  gain  of  $200,000.  The  theory  is  that  the  balance  of 
, namely,  $300,000,  is  postponed  until  A sells  the  improved  business 
. However,  for  the  same  reasons  set  out  in  case  no.  1,  A may  never 
tax  on  this  $300,000,  or  may  materially  re<luce  the  amount  of  this 

CASE  NO. 

•ation  A has  a capital  of  $1,000,000  and  $100,000  surplus.  It  desires  to- 
e this  surplus  to  its  stockholders  without  subjecting  the  stockholders 
ncome  tax  on  this  distribution.  It  organizes  corporation  B,  to  which 
ers  this  $100,000  surplus  in  exchange  for  all  of  the  stock  of  corporation 
i is  a reorganization  under  the  present  law.  Corporation  A can  then 
;e  the  stock  of  corporation  B to  its  stockholders  and  the  stockholders 
be  subject  to  any  tax  upon  the  receipt  of  B’s  stock  (because  this  is  a 
;ion  of  stock  acquired  under  a plan  of  reorganization  and  is  exempt 
c by  section  112(g)  of  the  Revenue  Act  of  1932). 
the  Revenue  Act  of  1918  and  prior  acts  the  distribution  of  the  stock 
A’s  stockholders  would  constitute  a dividend  to  them  and  they  would 
X accordingly. 

CASE  NO.  4 

ration  A owns  all  the  stock  of  corporation  B.  Corporation  B has  a 
of  $1,000,000,  and  included  among  its  assets  are  distillers’  warehouse 
which  cost  it  $100,000,  but  which  are  now  worth  $500,000.  It  is  de- 
sell these  warehouse  receipts  without  the  payment  of  any  tax.  This 
lone  in  the  following  manner  : 

ration  B distributes  the  warehouse  receipts  to  corporation  A by  de- 
a dividend  in  kind.  This  being  a dividend  from  one  corporation  to 
corporation  A pays  no  tax  upon  its  receipt.  The  cost  basis  for  these 
ise  receipts  in  A’s  hands  is  now  $500,000.  A sells  the  warehouse  re- 
3r  $500,000  (its  cost  basis)  and,  therefore,  pays  no  tax  on  the  sale. 

CASE  NO.  5 

individual,  owns  certain  real  estate  which  cost  him  $100,000  but  is  now 
11,000,000.  A desires  to  sell  this  property  but  wishes  to  pay  no  tax 
000.  Can  A get  this  $1,000,000  without  paying  a tax?  Yes ; this  can  be 
ished  through  the  reorganization  section  of  the  present  revenue  act. 
:anlzes  corporation  X and  transfers  the  property  to  corporation  X for 
s capital  stock.  There  is  no  profit  in  this  transfer  because  it  is  a trans- 
ire the  transferor  is  in  control  of  the  corporation  after  the  transfer 
.2  (b)  (5)).  After  corporation  X has  earned  a surplus  in  excess  of 
10,  A organizes  corporation  Y and  transfers  to  it  all  the  stock  he  owns 
oration  X for  its  capital  stock.  (No  gain  on  this  transaction— sec. 

(4).) 

ration  X now  transfers  the  property  to  corporation  Y as  a dividend  in 
No  tax  on  this  transaction.  (Corporation  does  not  pay  a tax  on  a 


•dividend  received.)  The  property  is  now  in  the  hands  of  corporation  Y and 
the  basis  is  the  same  as  in  the  hands  of  the  transferor  corporation  (corporation 
X),  namely,  $1,000,000.  Corporation  Y now  sells  the  property  for  $1,000,000 
cash,  and  realizes  no  gain  because  of  its  basis. 

A being  in  control  of  corporation  Y,  can  now  control  the  disposition  of  this 
money,  i.e.,  he  can  invest  it,  or  borrow  it,  thus  obtaining  the  use  of  the  $900,000 
gain  without  paying  a tax. 

• CASE  NO.  6 

CoiTporation  X has  a capital  of  $1,000,000  (10,000  shares,  par  value  $100)  and 
a surplus  of  $500,000.  It  desires  to  distribute  this  surplus  to  its  stockholdei*s 
without  subjecting  it  to  any  tax.  To  accomplish  this,  corporation  Y is  organized 
and  corporation  X transfers  the  surplus  of  $500,000  to  corporation  Y in  ex- 
change for  all  of  Y corporation’s  stock.  This  is  a tax-free  reorganization  under 
the  present  law  and  no  gain  is  recognized  to  coi*poration  X or  Y from  this 
exchange  (sec.  112(b)  (4)  (i)  (1)  (B),  Revenue  Act  of  1932).  Corporation  X 
then  distributes  Y coriwration’s  stock  to  its  stockholders  without  the  surrender 
of  their  stock,  each  stockholder  receiving  the  same  number  of  shares  of  stock 
in  corporation  Y which  he  has  in  corporation  X.  X corporation’s  stockholders 
are  not  taxed  upon  the  receipt  of  Y stock  (sec.  112(g),  Revenue  Act  of  1932). 
X corporation’s  stockholders  then  liquidate  corporation  Y.  By  this  method 
they  acquire  the  $500,000  surplus.  A is  the  owner  of  1,000  shares  of  corporation 
X for  which  he  paid  par  ($100  per  share,  or)  $100,000.  As  a result  of  the 
reorganization,  he  receives  1,000  shares  of  corporation  Y.  The  basis  of  Y’s 
stock  is  $50  a share,  or  $50,000.  Since  a liquidating  dividend  is  treated  as  a 
sale  of  the  stock,  A is  only  required  to  pay  a tax  on  the  excess  of  the  liquidating 
dividend  over  his  basis  for  Y’s  stock.  Since  the  liquidating  dividend  does  noc 
exceed  his  basis  for  Y stock,  he  pays  no  tax  whatever. 

CASE  NO.  7 

A owns  all  the  capital  stock  in  corporation  no.  1.  Corporation  no.  1 owns 
1,000  shares  of  corporation  no.  2.  A desires  to  obtain  these  shares  of  corpora- 
tion no.  2,  so  he  can  sell  them,  thereby  obtaining  money,  but  he  does  not  want 
them  declared  to  him  as  a dividend  by  corporation  no.  1,  as  such  dividend 
would  be  subject  to  surtax,  but  he  is  willing  to  pay  a tax  computed  under  the 
capital  gain  provision  of  the  revenue  act.  Can  he  do  this?  Yes,  it  can  be 
accomplished  by  means  of  the  reorganization  provision  of  the  revenue  act. 

Corporation  no.  3 is  organized.  Corporation  no.  1 transfers  to  corporation 
no.  3 the  1,000  shares  of  coiporation  no.  2,  in  consideration  of  which  corpora- 
tion no.  3 transfers  all  of  its  capital  stock  to  A.  Corporation  no.  3 then 
liquidates  and  distributes  its  assets  to  A.  A then  sells  the  1,000  shares  of  stock 
of  corporation  no.  2. 

The  Board  of  Tax  Appeals  held  in  Gregory  v.  Commissioner  (P.H.  1933,  par. 
386)  that  the  liquidation  of  corporation  no.  3,  whereby  A received  the  stock 
of  corporation  no.  2,  resulted  in  a capital  gain,  the  difference  of  the  basis 
attributable  to  corporation  no.  3 stock  and  the  value  of  corporation  no.  2 
stock  so  received.  The  subsequent  sale  of  corporation  no.  2 stock  for  no 
more  than  the  value  at  the  time  of  the  liquidation  resulted  in  no  further  gain. 

CASE  NO.  8 

Corporation  no.  1 owns  a minority  interest  in  corporafions  no.  3 and  no.  4. 
Corporation  no.  2 likewise  owns  a minority  interest  in  corporations  no.  3 and 
no.  4.  Corporation  no.  1 desires  to  get  control  of  corporations  no.  3 and  no.  4. 
Corporation  no.  2 is  willing  to  sell  its  interest  in  corporations  no.  3 and  no.  4. 
but  does  not  want  to  pay  a tax  on  any  gain  it  might  derive  from  a sale  of 
its  holding  in  corporations  no.  3 and  no.  4.  Can  this  be  done?  Yes,  it  can  be 
accomplished  hy  means  of  the  reorganization  provision  of  the  revenue  act. 

Corporation  no.  2 forms  corporation  no.  5,  and  transfers  its  holdings  in  cor- 
porations no.  3 and  no.  4 to  it  in  exchange  of  the  capital  stock  of  corporation 
no.  5.  Corporation  no.  3 then  transfers  its  holding  of  corporation  no.  5’s  stock 
in  corporation  no.  1.  In  a few  days  corporations  no.  1 and  no.  5 are  merged 
and  no.  1 becomes  the  owner  of  the  stock  of  no.  3 and  no.  4 which  was 
formerly  owned  by  no.  2. 
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■ of  the  matter  already  presented,  the  following  suggestions  are  made : 
abolish  the  exchange  and  reorganization  provisions  of  the  present 

eliminate  all  of  the  exchange  and  reorganization  provisions  of  the 
iw,  except  those  permitting  an  individual  to  incorporate  his  business 
)eing  subject  to  tax. 

require  gain  to  be  realized  and  the  tax  determined  at  the  time  of  the 
or  reorganization  under  plan  (1)  or  plan  (2),  but  not  to  enforce* 
of  the  tax  for  a period  (A)  within  2 years  from  the  date  the  tax  is 
B)  within  6 months  after  the  property  is  received  is  sold,  whichever 
ae  earlier.  Under  this  plan,  the  Government  should  be  protected  by 
g of  the  proper  bond  and  the  suspension  of  the  statute  of  limitations 
ais  period.  In  any  case  where  cash  is  received  at  the  time  of  the 
, it  is  believed  that  the  tax  should  be  paid  immediately  up  to  the 
the  cash  received. 

all  of  the  above  plans,  provision  should  be  made  for  continuing  the 
visions  of  existing  law  with  respect  to  property  acquired  pursuant  to 
.nge  or  reorganization  consummated  prior  to  the  enactment  of  the 
act.  This  will  prevent  a taxpayer  who  has  acquired  property  in  a 
exchange  or  reorganization  from  avoiding  tax  by  getting  a stepped-up 

lemorandum  has  been  prepared  by  Mr.  Colin  F.  Stam,  coun^l,  and 
. Chesteen,  corporation  auditor,  of  the  staff  of  the  Joint  Committee  on 
Revenue  Taxation.  It  meets  with  the  approval  of  the  undersigned. 

tfully  submitted.  ^ ^ ^ 

L.  H.  Parker,  Chief  of  Staff. 
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